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The Season’s Greetings 


Once again we approach the Christmas season in a world at war. 

The events of the year have brought home to Australians the full 
implications of a total war. Though we have passed through dark days, 
they will not have been altogether in vain if they quicken our resolve 
to fight to a finish, and to put all we have into the war effort. 

The past two months have brought news of Allied offensives on 
several fronts, which have gladdened our hearts. We have been warned, 
however, that, although the prospects are much brighter, we still have 
a long way to go and a very powerful enemy to overcome. In Mr. 
Churchill’s words—“We have not yet reached the beginning of the end, 
but the end of the beginning.” 

In these circumstances, and with so many of our men in distant and 
dangerous places, it seems scarcely in order to extend to our readers 
the traditional wishes for a merry Christmas and a happy New Year. 
It seems fitting rather that we should express the hope that they may be 
steadfast in their resolve to play their full part in the coming year 
towards bringing the war to a speedy and successful conclusion, so that 
soon we may reach the happier days when the threat of aggression shall 
have been lifted from the world. 

May we take this opportunity of thanking our contributors and 
readers for their assistance and encouragement during the year. 





Classification of Accounting Data—VII 
By. A. A. FitzGERALp AND L. A. SCHUMER 


CLASSIFICATION OF EXPENSE (cont.) 


Continuing the discussion of possible bases for expansion of 
classification of expense we now come to: 


RELATION OF Major ACTIVITIES 
On this basis of classification, the headings “Operating Expense” 
and “Non-Operating Expense” may be used to segregate 
(a) expense incurred in carrying out the principal objects for 
which the undertaking is established; and 
(b) expense incurred in minor or unrelated activities. 
A 
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The following items of expense may be regarded as “Non- 
Operating” : 
(1) The cost of maintaining property which is not used for or in 
connection with the major activities. 


(2) Donations to charitable institutions or organisations for pro- 
moting social welfare. These expenditures are voluntary and 
not necessary to the conduct of the business. 


(3) Salaries and fees of directors and executives to the extent that 
they exceed reasonable amounts. 
These payments may be regarded as being in the nature of 
distributions of profit rather than an expense of the business. 


(4) Income tax. No income tax is ordinarily payable unless a 
profit has been earned, and payment may be regarded as an 
expenditure by the undertaking on behalf of the proprietors. 
From that point of view, therefore, it may be regarded as 
distribution of profit. 


Voluntary gifts to employees through insurance, superannuation 
and other welfare schemes. The essential feature of this item is 
that it is a voluntary payment and in the nature of a distribution 
of profits. 

(6) Provision for depreciation and loss in value to the extent that 
they exceed reasonable allowances. The total depreciation 
charged against a particular accounting period may be more 
than the operation for the period should equitably carry. The 
surplus provision may be made for the purpose of creating a 
secret reserve and is therefore in the nature of an appropriation 
of profits. Similar consideration may arise in connection with 
provisions for doubtful debts and valuations of trading stocks. 


(7) Insurance against loss of profits. 


(8) Expense incurred for the use of money. The treatment of 
expense incurred for the use of money as a non-operating item 
is debatable. Such expense includes interest on debentures, 
interest on mortgages, interest on loans and bank overdrafts, 
amortisation of discount on debentures and expenses connected 
with borrowing of money, such as legal fees, trustees’ remunera- 
tion, etc. There may also be expenses incurred through lack of 
capital, such as cash discounts lost through inability to pay 
amounts, within required time. 


(5 


— 


Expense incurred for the use of money is clearly chargeable as an 
expense because it represents an outlay by the undertaking, and the 
only question arises as to its inclusion in one of the two groups— 
“Operating” or “Non-Operating.” 

Borrowed capital may be required by the business, but at the same 
time it may be argued that the proprietors should provide sufficient 
capital to carry on the undertaking and their failure to do so should 
be indicated by charging the interest, etc., as a non-operating item. 

The question of responsibility is paramount in many of these prob- 
lems, and it is possible that the active management of the concern has 
had in fact no say in determining how the capital structure of the 
business is built up. The management is responsible for an adequate 
return on the capital invested in the operations of the undertaking, and 
the interest, etc., payable on borrowed money is a deduction from this 
return rather than a normal expense of the business. 
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NORMALITY 


The purpose of classification by this method is to isolate items of 
expense which are abnormal or extraordinary. In a trading concern 
instances of such items are: 


(a) unexpected “depreciation” resulting from obsolescence, acci- 
dent or catastrophe; and 

(b) expense applicable to prior accounting periods but not pre- 
viously brought to account. 


In “non-trading” undertakings where no deferment of expense is 
made an extraordinary item may be one which is non-recurring, such 
as expenditure on land, buildings and other durable equipment. 


RELATION TO MOVEMENTS IN VOLUME oF ACTIVITY 


From this point of view, Expense may be 
(a) Variable—varying directly with variations in the volume of 
activity undertaken ; 
(b) Non-variable—fixed in amount per period of time irrespective 
of changes in volume of activity. 


In practice, there are degrees of variability. For example, if an 
agent is paid commission on sales at a fixed percentage of the value of 
sales, the Expense in this connection may be said to be directly variable 
with the volume of activity measured in terms of value of sales made. 
On the other hand, rent paid for the use of premises remains constant 
irrespective of the activity carried on in the premises. In between these 
two extremes are many expenses which, though they vary with move- 
ments in the volume of activity, do so at a less than proportionate rate. 
It is therefore desirable in many instances to use a more elaborate 
classification into four groups, viz.: Variable, Predominantly Variable, 
Non-Variable, and Predominantly Non-Variable. The distinction 
between these two groups is illustrated in Fig. 8. 

A knowledge of the behaviour of expenses in response to variations 
in volume of activity is of great value to management: it assists in 
determining at what point in volume of activity Revenue is likely to 
exceed Expense and the effect of added volume of prices and profit. 


CONTROLLABILITY 


The general considerations to be taken into account in this basis of 
classification were outlined in the fourth article of this series. Par- 
ticular attention should be directed to the fact that the segregation of 
expense which may be controllable from expense which is uncontrollable 
is conditioned by the level of activity at which the undertaking is 
operating. If the undertaking is completely shut down certain expenses 
will continue to be incurred, such as: 

(a) rentals; 

(b) “depreciation” due to obsolescence, decay or decrepitude ; 
(c) interest on borrowed money ; 

(d) caretaking of property; 

(e) insurance of property; and 

(f) rates and taxes on property. 


In the “shut-down” condition therefore these items of expense will 
be uncontrollable. If, however, the undertaking springs to life and 
1. See C. E. Knoeppel: Profit Engineering. 











THE AUSTRALIAN ACCOUNTANT 





variable 

non-variable 
predominantly variable 
predominantly non-variable 


non-variable between,’ 
ranges of output 


mb QW 
i 


C 








mn 





See ee tt 


Expense £s 


— = so © 

















Volume of activity —_ 





recommences activity the organisation must be provided to set the 
wheels turning, and although output or activity may be limited, the 
“shut-down” costs plus the expense of maintaining the minimum 
organisation necessary are uncontrollable at that point. 

It will be noted that uncontrollable expenses are virtually the same 
as the Non-Variable Expense dealt with above. For purposes of 
management there is very little difference between the two. 


TAXABILITY 


From the standpoint of bearing upon Income Tax liability expense 
may be classified as: 
(a) expense allowable as a deduction from assessable income in 
determining taxable income, or 
(b) expense not so allowable. 


The general principle upon which this distinction is drawn in 
Australian income tax legislation is that expenses allowable as deduc- 
tions comprise : 

“All losses and outgoings to the extent to which they are incurred 
in gaining or producing the assessable income, or are necessarily 
incurred in carrying on a business for the purpose of gaining or 
producing such income . . . except to the extent to which they are 

losses or outgoings of capital, or of a capital, private or domestic 
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nature, or are incurred in relation to the gaining or production of 

exempt income.” 

In the application of this general principle, difficulties at once become 
apparent. 

Firstly, it must be determined whether a given item of expense is in 
fact incurred in gaining or producing the assessable income, or is 
necessarily incurred in carrying on a business for the purpose of 
gaining or producing such income. 

Secondly, it must be determined whether a given expense is in fact 
a loss or outgoing of capital, or of a capital, private or domestic nature. 
This question cannot be settled by reference to any generally accepted 
accounting principles, for the reason that the distinction between 
expenses of a “capital” nature and other expense is not sufficiently 
well defined in either accounting practice or theory. It has consequently 
been necessary for the legislatures, the courts (through their decisions ) 
and the Commissioners (through their rulings) to examine in detail 
expense of various kinds and to specify which of them shall be allowable 
deductions and to what extent.” 

Thirdly, it must be determined whether a given expense is incurred 
in relation to the gaining or production of assessable income or of 
exempt income. Sometimes this distinction is self-evident from the 
nature of the expense, but in many instances it involves apportionment 
of an expense on some such basis as the proportion of exempt income 
to total income. 

In addition to this classification of expenses into allowable deductions 
and non-allowable deductions, regard must be had also to the segregation 
of expenses, which, though not allowable deductions in arriving at 
taxable income, are taken into account, through “concessional rebates,” 
in arriving at the amount of the income tax assessment. 

These items are precisely described in the Income Tax Acts. 

Classification of expense for income tax purposes therefore involves 
a thorough knowledge of Income Tax Acts, court decisions and Com- 
missioners’ rulings. It is generally considered desirable to have regard 
to this classification in the ledger accounts themselves and not merely 
in the income tax returns prepared from those accounts. 

Another instance of classification of expense from the standpoint of 
taxability is the rare case of taxes imposed upon the expense itself and 
not upon the excess of income over expense. This is so with the 
Federal Pay Roll Tax which is imposed upon wages and salaries paid 
in excess of a prescribed amount per week. Classification into wages 
and salaries which are (a) subject to the tax and (b) exempt from the 
tax depends upon the precise interpretation of the definition of wages, 
salaries, commissions, etc., contained in the Act. 

It will be noticed that classification of expense according to taxability 
is a question of law rather than of accounting principle or practice. 


Units or ACTIVITY 


Classification of expense according to units of activity lies within the 
extensive though specialised field of accounting known as “Cost 
Accounting” and cannot completely be covered within the limits of 
these articles. Some indication can be given, however, of the broad 
principles involved and of the approach that must be made in classi- 
fication. 


2. See J. A. L. Gunn: “On the Margin of Accountancy,” The Australian Accountant, 
August, 1942. 
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The purpose of the classification is to provide data to: 
(a) assist in the establishment of selling prices of services and 
commodities produced ; 
(b) assist in the accounting control and valuation of stocks; 
(c) assist in determining the profitability of commodities or 
services sold; and 
(d) measure and compare the efficiency of activities. 

The selection of units of activity is therefore conditioned by the 
purposes to be served. In a trading concern all the foregoing purposes 
are involved, and in other undertakings some only are involved. 

A considerable degree of classification and re-classification of the data 
is usually necessary. 

It should be noted that three definitions of “costs” may be used in 
applying administrative judgment to any of the foregoing problems, viz.: 
(a) Out of pocket costs, i.e., those expenses which are directly caused 

by the activity. If the activity is not carried on the expenses are 
entirely avoided. For example, if an organisation is already set up 
to manufacture commodities or provide a service certain expenses 
are already incurred and must be met. If, however, it is desired 
to do a particular piece of work additional expenses will be incurred ; 
these are “out-of-pocket” costs. 

(b) Total costs, i.e., all expenses. 

) Total economic cost, i.e., all expenses plus a reasonable or expected 

return on the funds used. 

Expenses in classes (a) and (b) are recorded in accounting data. 

Return on funds used is not recorded in accounts except in respect of 

interest paid on borrowed funds: return on funds provided by the 

proprietor is treated in accounts as a profit and not a “cost.” 

The circumstances in which these classes of costs are applied are as 
follow— 

(a) Establishment of selling prices. All enterprises endeavour to 
secure a price for their goods or services which will provide a 
margin over and above cost. Wherever possible, therefore, price 
should cover total economic cost. In total economic cost, however, 
there are elements which vary with the volume of activity as well 
as elements which are non-variable. Some commodities may be 
able to bear more than the average share of the non-variable “costs” 
whilst others can bear less. So long as total revenue from all 
commodities or services is the greatest amount that can be obtained 
and each individual commodity or service earns not less than the 
out-of-pocket cost of producing or rendering it, the business is 
operating efficiently. In some cases, however, an enterprise may 
be justified in selling goods or services at less than out-of-pocket 
cost if— 

(i) advertising goodwill is involved ; 

(ii) such policy enables a complete range of commodities or 
services to be supplied and the prestige of the concern so 
to be enhanced; or 

(iii) such policy is necessary to meet the tactics of competitors. 

Total Cost may be used to indicate the price necessary to ensure 
that the undertaking “breaks even,” i.e., balances its Revenue and 
Expense. 

(b) Control and valuation of stocks. Usually Total Cost is the appro- 
priate cost to use in this connection, provided it is the total cost of 
those activities only which have actually been carried out up to 

the particular stage in production which the commodity has reached. 
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For example, manufactured goods awaiting sale obviously should 
not be charged with any expenses yet to be incurred in their sale. 

(c) Determining the profitability of commodities, services or classes 
of commodities or services. The use of Total Cost in these units 
shows the amount of net profit that is earned by each. The use 
of Economic Cost would indicate their ability to earn an adequate 
profit. This information, however, is not necessarily conclusive 
as the withdrawal of what, applying these tests, appears to be an 
unprofitable unit may result in a reduction of net profit or an 
increase in net loss, i.e., the Revenue received from the unit may 
be greater than the “out-of-pocket” cost of conducting or producing 
it. Both Total Cost and Economic Cost include non-variable 
expense and the withdrawal of the apparently unprofitable unit 
will not reduce these non-variable expenses. 

(d) Measuring and comparing efficiency. All three classes of cost are 
needed for this purpose. The cost of commodity or service produced 
in one way in comparison with its production in another way may 
require the use of Economic Cost. The advisability of installing 
a new machine of an improved type depends upon the Economic 
Cost per unit of the commodity it will produce as compared with 
the Economic Cost per unit of the commodity produced by the 
existing machine. Wherever unit cost will be influenced by the 
relative amount of the investment, Economic Cost must be used 
to compare efficiency. In other cases Total Cost may be required ; 
for example, when it is desired to compare the cost of rendering 
a particular service in one period with the cost in another period, 
the difference in cost being an indicator of relative efficiency of 
operations in the two periods. Often, however, Out-of-Pocket 
Cost may be sufficient guide, since if the volume of activity in one 
instance is greater than in_another inclusion of non-variable costs 
would cloud the issue. Efficiency could be determined, as regards 
the particular operation, only by comparing the variables. 

Since profit is not usually entered in accounting records until it has 
actually been earned, the accounting data will include only Expense 
classified in such a way as to provide the greatest amount of useful 
information. Many of the problems for the solution of which unit costs 
are used can be dealt with only by statistical methods, but the accounting 
data will be a useful foundation. The foregoing difficulties emphasise 
the statements made in the first article of this series that accounting 
and statistics are inseparable as tools of management. 

The definition of the units of activity according to which Expense 
is to be classified may be broadly upon one of two bases— 

(a) a specified quantum of activity irrespective of the time 
involved in its performance ; or 

(b) the activity within a specified period of time. 
(See Figure 9—Apportionment of Expense to Units of 
Activity.) 

A specified quantum of activity (a job) may be a batch of product 
passing through a factory, the building of a house or of a factory or 
warehouse, the making of a machine, the carrying out of an audit, and 
the like. 

Activity with a specified period of time (process) may be a manufac- 
turing process, a selling activity or the activity of administering the 
business for that period.’ 


3. See also E. W. Radcliffe Grace: ‘‘The Determination of Hospital Units of Cost,” The 
Australian Accountant, September, 1942. 








THE AUSTRALIAN ACCOUNTANT 








1.Unit of activit 
defined by quanti 














i] 
‘Mar 


| 





-4 













































































2. Unit of activity 
defined by time 


| 
| 
Total 
Expense ; 
! 
I 

Direct ae I | Job 2 
Expense - 1 8 
' | 
Indirect 
Expense 
} 

i 
es Job 4 

| 
I [ I 
i t 1 
' | ! 
1 | i 
t | 1 





Total 
= “oe 
Ss 











; 
O 





Y 














~- 


/ 











L] 


r 
Direct 
Expense 











[Indirect 
Expense 








J 








- 





| PII] 




















+ 


i" 








Fig. 9. Apportionment of Expense to units of activity. 
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For example, a person may be engaged in business as a builder of 
dwellings for the construction of each of which he has entered into a 
separate contract at a firm price. He will therefore wish to ascertain 
the profitability of the effort put into the carrying out of each job. For 
this purpose the building of each house is a separate unit of activity 
and the Expense of conducting his business will be classified according 
to the various jobs. If Revenue is similarly dealt with, the profit on 
each job can be computed. In a similar manner, for a printer engaged 
in jobbing work each order received constitutes a unit of activity to 
which Revenue and Expense would be apportioned to determine when 
the job is finished whether a proper price had been quoted. This is 
the “Job Order” method of costing. 

On the other hand, the activity may be continuous and the purpose 
of classification can then be effected only by dividing the activity 
according to periods of time and apportioning the Expense to the 
individual periods. For example, it may not be possible or desirable to 
apportion Expense involved in selling activities to each individual sale 
made; the alternative is to determine the Expense involved in that 
activity over a period of one week, one month, three months, etc., and 
to relate it to some factor which gives a measure of the amount of 
activity actually carried out within that period. In a manufacturing 
concern, a process in manufacture may be continuous though it may 
not be possible to identify the specific pieces of product that pass through 
it. The alternative is to select a period, allocate Expense to that period, 
and relate the amount of Expense for the process during the period to 
the number of articles that have passed through. 

In classifying Expense in this way, it will usually be found that some 
Expense items can obviously and conveniently be identified with a 
specific unit, whilst others cannot be so traced. In applying Expense 
to units of activity, therefore, it will be found necessary to make a 
preliminary classification under two headings— 


(a) Direct Expense—those materials or services which can easily and 
unmistakably be identified with a specific unit of activity; and 

(b) Indirect Expense—items which are not so identifiable with one 
unit rather than any other unit. 


The terms are applied only in relation to a particular unit of activity. 
An item of Expense may be “direct” in relation to one unit, but 
“indirect” in its relation to another. It is the method by which Expense 
is applied to the unit that determines its classification under either 
heading. The timber used in making a chair can be unmistakably 
identified with the commodity, but the amount of rent paid for the 
factory premises in which the chair is made cannot. 

The distribution of “Indirect Expense” to units of activity is one 
of the outstanding problems in the field of management accounting. 
Because there is no ascertainable relationship between this Expense 
and the units of activity, it may be necessary to distribute on theoretical 
or arbitrary bases, involving usually opinions and judgments rather 
than ascertainable fact.‘ 


CoMBINATION OF BASES OF CLASSIFICATION 


Data relating to Expense offer a wide field for the use of a number 
of different bases of classification in combination. Small organisations 
and those whose organisation structure is simple may need one or two 
only. Usually several are required to serve various purposes. 


4. See J. M. Clark: The Incidence of Overhead Costs. 
B 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.A, 


Tax ON UNDISTRIBUTED INCOME OF NON-PRIVATE COMPANY 


Deduction of Taxes Payable in Lieu of Taxes Paid 


Section 160C (5), inserted in the Principal Act by the Amending Act 
(No. 2) of 1942, grants to non-private companies the same right of 
election as is given to private companies under s. 103 (3), viz., for 
the purpose of ascertaining the undistributed income, the right to deduct 
Commonwealth ordinary income tax payable in respect of the income 
of the year of income, in lieu of Commonwealth ordinary income tax 
paid during that year. The right of election has also been extended to 
war-time (company) tax payable in respect of a non-private company’s 
income of the year of income, instead of the war-time (company) tax 
paid during that year. The right of election also applies to super-tax, 
but not to the further tax under s. 160C on undistributed income. 
Private companies are not subject to war-time (company) tax or to the 
super tax. 

As in the case of private companies, the Act provides that where a 
company makes the election under s. 160C (5) in respect of income 
year ended June 30, 1942, the deduction for ordinary income tax 
payable will be at the rate of 4/- in £, instead of 6/- in £ (company rate 
for year of tax 1942-3 (s. 160C (8)). 

An election for year of income ended 30 June, 1942, or substituted 
accounting period, must be made in writing and notified to the 
Commissioner on or before December 31, 1942, or within such further 
time as the Commissioner may allow (s. 160C (7) (e)). 

If a company desires to make the election in respect of any subsequent 
year, the notification, in writing, must be made on or before the date 
of lodgment of the return of income for that year, or within such further 
time as the Commissioner may allow (s. 160C (7) (b)). 

An election made under s. 160C (5) is irrevocable except with the 
consent of the Commissioner (s. 160C (6)). 


Example (1): Taxable income for year ended June 30, 1942, £50,000; 
capital employed, £500,000. Taxes paid during year ended June 30, 
1942: Commonwealth Income Tax, £6,800; New South Wales State 
Income Tax, £6,000; New South Wales Division 9 Tax, £100; 
Commonwealth Super-tax, £1,450; Commonwealth War-time 
(Company) Tax, nil; Commonwealth further tax on undistributed 
income, £200. 


(a) Taxes payable if election under s. 160C (5) is not made: 
(i) Commonwealth ordinary Income Tax: 
eee Oe = BEE on. on ce. 60 5040 00 00 40 09 EO 


(ii) Commonwealth Super-tax: 
£45,000 (£50,000 less £5,000) at 1/- .. .. .. .. 2,250 











1942 





eT nN oO! 














Undistributed amount . 


(iii) Commonwealth War-time dant eiagttta Tax: 








Commonwealth Income Tax .. £6,800 
N.S.W. Income Tax .. .. .... 6,000 
N.S.W. Division 9 Tax .. .. .. 100 
Commonwealth Super-tax .. .. 1,450 
War-time (Company) Tax... Nil 
Commonwealth further tax on 


undistributed income .. .. .. 200 





Distributable income .. .. 
Less dividends paid .. .. . 


Total taxes payable .. .. .. 


Commonwealth ordinary Income 

tax: £50,000 at 4/- in £ (rate 

of tax for financial year 1941- 

1942) . ‘ ee 
Commonwealth Super-tax | 6 
War-time (Company) Tax .. Nil 


£12,250 
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Capital employed .. . £500,000 

Taxable income . — ~ £50,000 
Less Commonw ealth ordinary Income Tax 

payable .. . +4 “te 5 15,000 

Taxable profit .. .. .. £35,000 

Less Percentage Standard, 5% of £500,000 25,000 
Excess of taxable profit, 2%, on capital 

employed .. 1+ as oe Seve oe Se 

1% of capital employed . .. .. £5,000 at 6% £300 

Remainder of excess .. .. .. 5,000 at 12% 600 

£10,000 £900 





There is no War-time (Company) Tax payable, as the 
Super-tax payable is the higher of the two taxes. 


(iv) Commonwealth further tax on undistributed income : 
Taxable income .. .. . 
Less taxes paid— 


£50,000 


14,550 





£35,450 
25,000 





. £10,450 at 2/- 


£1,045 





. £18,295 


(b) Taxes payable if election under s. 160C (5) is made: 


(i) Commonwealth ordinary income tax (as in &) 
above) : ‘ 

(ii) Commonwealth Super- tax (as in (a) above) . 

(iii) Commonwealth War-time pene Tax (as in 
(a) above) . 

(iv) Commonwealth further tax on undistributed it income : 
EE ED ow ok 68 50 0% ben 
Less taxes payable— 


. £50,000 


=——_— 


. £15,000 


2,250 


Nil 
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Less taxes paid— 
N.S.W. Income Tax .. £6,000 
N.S.W. Division 9 Tax 100 
Commonwealth further 
tax on undistributed 

















BED 50: 00 65 06-08 200 
6, 

18,550 
Distributable income .. .. .. .. .. .. .. £31,450 
EGS GEVOGONGS OIE 2. 20 00 cc 0s ce 00 ee 
Undistributed amount (at 2/- in £) .. .. £6,450 
Total taxes payable .. .. 1. 2. 22 oe oes 

Summary: 

Taxes payable if election not made .. .. £18,295 
Taxes payable if election made .. .. .. 17,895 
In favour of making election .. .. .. .. £400 





645 





.- £17,895 


Example (2): Taxable income for year ended June 30, 1942, £50,000. 


Capital employed, £300,000. Taxes paid during the year ended June 
30, 1942: Commonwealth ordinary Income Tax, £15,900; N.S.W. 
Income Tax, £11,250; N.S.W. Division 9 Tax, £625; Commonwealth 
Super-tax, £2,940; War-time (Company) Tax, £13,250; Common- 


wealth further tax on undistributed income, £900. 


(a) Taxes payable if election under s. 160C (5) is not made: 


(i) Commonwealth ordinary Income Tax: 
£50,000 at 6/- in é. ; 
(ii) Commonwealth Super-tax: 
£45,000 (£50,000 less £5,000) at 1/-in£.. . 
(iii) Commonwealth War-time (Company) Tax: 
Capital employed .. .. .. .. .. .. «. £300,000 


Taxable income .. « ee os, Soeee 
Less Commonwealth ordinary ‘Income 
Wee DE ns 06 40 0s ce te as ve | Ee 


Taxable profit .. .. .. £35,000 
Less Percentage Standard, 5 % ‘of £300,000 15,000 


Excess of taxable profit: 62-3% on 





capital employed .. .. .. .. .. .. .. £20,000 

6 per cent. of capital rae. £18,000 at 21% £3,780 
Remainder of excess... ...... 2,000 at 42% 840 
£20,000 £4,620 

Less Super-tax paid .. .. .. ........ 2290 


Net War-time (Company) Tax .. 


. £15,000 


2,250 














ee A | 
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(iv) Commonwealth further tax on undistributed income: 
.  ) Sarre eras . £50,000 
Less taxes paid— 


Commonwealth ordinary Income 
We ae a oo oo se 6s eee 





N.S.W. Income Tax .. eee 
N.S.W. Division 9 Tax .... .. 625 
Commonwealth Super-tax .. .. 2,940 
War-time (Company) Tax... .. 13,250 
Commonwealth further tax on 
undistributed income .. .. .. 900 
——._ 44,865 
Distributable income .. .. .. .. .. .. -- £5,135 
SED 60 ws 60 we 6s ee cece os Se 
Undistributed amount .. .. .. .. .. «2s. Nil Nil 
See CA BEE oc oe os 08 00 os cs es te 4 








(b) Taxes payable if election under s. 160C (5) is made: 
(i) Commonwealth ordinary Income Tax (as in @) 


above) . . £15,000 
(ii) Commonwealth ‘Super-tax (as it in (c) above) . . 2,250 
(iii) Commonwealth War-time tatetige Tax (as i in 

(a) above) . .. 2,370 
(iv) Commonwealth further tax on “undistributed income : 

ID 6 ow on 44 BK we 42 . £50,000 


Less taxes payable— 
Commpnwealth ordinary Income 
Tax—£50,000 at 4/- in £ 
(rate of tax for financial year 




























BPURCEEED 20 40 ce cc 00 00 SO 
Commonwealth Super-tax .. .. 2,250 
Commonwealth War-time (Com- 

St Te as. .0..26: 66.60 64... ee 

£14,620 
Taxes paid— 
N.S.W. Income Tax .. £11,250 
N.S.W. Div. 9 Tax .. 625 


' Commonwealth further 
tax on undistributed 


income .. 
12,775 
27,395 
Distributable income .. .. .. .. .. .. .. £22,605 
Less dividends paid .. .. .. .. .. .. .... 10,000 
Undistributed amount .. .. .. .. .. .. £12,605 


at2/-in£ 1,260 





BONE GREE BUIEE on. 00.00 00 00 00 06 6000 os Se 
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Summary: 
Taxes payable if election not made .. .. £19,620 
Taxes payable if election made .. .. .. .. 20,880 
Against making election ............- £1,260 


LOSS OR DESTRUCTION OF DEPRECIATED PROPERTY 
DURING PRESENT WAR 


Under s. 59 (1) and (2), where depreciated property is lost or 
destroyed, the excess of any insurance moneys received or receivable 
over the depreciated value of the property is included in the taxpayer’s 
assessable income of the year in which the loss or destruction took 
place. The amount liable to be included in the assessable income is, 
however, limited to the aggregate of the amounts which have been 
allowed in the taxpayer’s assessments in respect of the property lost 
or destroyed. Thus, any sum recovered under an insurance policy 
which is in excess of the original cost of the property is not assessable. 





Example: 
ee ee ee 
Depreciation allowed in assessments . .. 300 
Depreciated value as defined by s. 62 .. £700 
Amount recovered under insurance policy 
being replacement value .......... 1,200 
EE as br 8 ad) od We Se ve Be SS. 








Of the surplus of £500, £300 is assessable income of the year in which 
the property was lost or destroyed.. The balance of £200 (being the 
difference between the amount recovered, £1,200, and the original cost, 
£1,000) is not assessable. 

On the other hand, if the taxpayer was underinsured, and the amount 
receivable under the insurance policy is less than the depreciated value, 
the difference is an allowable deduction of the year in which the loss 
or destruction took place. 





Example: 
EE See ee a orm ro or 
Depreciation allowed .. .. .. .. .. .. 300 
I OED vg tied ee. ee ee £700 
ea ee eee 600 
Allowable deduction .. .. .. .. .« cs «. £100 








It will be seen that the object of s. 59 (1) and (2) is, on the one 
hand, to recoup to the Revenue the tax, if any, lost by the allowance 
of what have turned out to be excess depreciation deductions, and, on 
the other hand, to grant any further deduction necessary to bring the 
total of the depreciation allowances up to the difference between 
original cost and the consideration receivable, if any, on loss or 
destruction. 

As officially stated, the provisions of s. 59 (1) and (2) did not 
operate inequitably in pre-war years when rates of income tax did not 
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vary to any considerable degree from year to year. However, the 
war-time rates of Commonwealth income tax have caused the above- 
mentioned provisions to apply inequitably, because income tax is now 
being imposed at very high rates as compared with the relatively low 
rates prevailing in the years in which the amounts of depreciation were 
allowed. 

New s. 59 (2A) was, therefore, incorporated in the principal Act 
by the amending Act, No. 2, of 1942, to implement a recommendation 
of the Taxation Advisory Committee that the effect of s. 59 (2) should 
be modified during the present war. 

Section 59 (2A) provides that where, during the present war, a unit 
of property subject to depreciation allowance is lost or destroyed, and 
the whole or any part of the consideration receivable would, but for 
s. 59 (2A), be included in the taxpayer’s assessable income, the Com- 
missioner may, if so requested by the taxpayer, in the manner prescribed, 
successively reduce the depreciated values of— 

(a) any unit of property acquired by the taxpayer during the year of 
income to replace the property so lost or destroyed; and 

(b) any other units of property in respect of which depreciation is 
allowable, 


by such amounts as, in the aggregate, are equal to the lesser of the 

following amounts: 

(c) the amount of the consideration which but for s. 59 (2A) would be 
included in the assessable income; or 

(d) the sum of the depreciated values which are to be so reduced. 


Depreciation is thereafter calculated on the depreciated value as so 
reduced. 

The general purpose of the new provision is to discontinue the 
application of s. 59 (2) to insurance recoveries on plant, etc., lost or 
destroyed during the present’ war and to reduce the amount on which 
the depreciation allowance is based by the amount so excluded from 
the assessable income. The practical effect of s. 59 (2A) is that, instead 
of taxing a part of the insurance recoveries in the year in which they 
are received, the depreciation allowance to the taxpayer will be reduced 
by a corresponding amount. Where the taxpayer’s depreciation allow- 
ance is calculated on the diminishing cost basis the reduction will be 
spread over the life of the plant which replaces the plant lost or 
destroyed, or over the life of other assets of the taxpayer which are 
subject to depreciation allowances. Where the taxpayer’s allowance is 
calculated on the prime cost basis, although the allowance continues to 
be based on prime cost, the total of the allowance is restricted to the 
amount of the reduced depreciated value. 


Example (a): 
Destroyed by Not 


Total fire. destroyed. 
£ £ £ 
SS NE 654s os ce 56 56 ee 10,000 4,000 


Rate of Depreciation = 
10 per cent. prime cost— 
Depreciation allowed in assess- 
Soe h ey ape 7,000 2,000 


Depreciated value July 1, 1941 5,000 £3,000 £2,000 


——_— 
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Plant destroyed by fire during 


If s. 59 (2) operated, the position would be: 


year ended June 30, 1942, the 
insurance recovery being . .. £9,000 


£9,000 





DEC. 





Difference between consideration receivable and 


Less 10 per cent. on £4,000, — allowance 


To be included in assessable income of year ended 


depreciated value of plant destroyed 


on plant not destroyed . 


June 30, 1942... ... 


£6,000 
400 


£5,600 








The taxpayer replaces the destroyed plant during year ended June 
30, 1942, at a cost of £12,000. If s. 59 (2) operated the depreciation 
of year ended June 30, 1943, would be: 








Replacement Plant not 
Total plant. destroyed. 
£ £ £ 
SE OE EG ws. ce 4s 50 ce 0 12,000 4,000 
Depreciation allowed in previous 
assessments as above .. .. .. 2,400 Nil 2,400 
Depreciated value July 1, 1942 £13,600 £12,000 £1,600 
Depreciation allowance for year 
ended June 30, 1943 .. .. .. 1,600 1,200 400 
Depreciated value July 1, 1943 . £12,000 £10,800 £1,200 





Assume there are no purchases or sales until the cost of the plant 
is fully recouped, the position under the general provisions of the Act 
would be: 


Year ended 


June 30: 


1942 Assessable income .. .. 
1943 Allowable deduction .. 


1944 Aas <6 os 
1945 _ Serre 
1946 Do. . 


(N.B.—£4,000 plant not 


destroyed fully depreciated.) 


1947 Allowable deduction .. .. .... 


1948 Dh os 64-45. ab 65 “es be eee 
1949 ere os ee 

1950 C—O cw ies <b We be ke 
1951 Mh ee 4a wa 40 08 

1952 ae 


Net allowances = £8,000 


- 


S888. 


88888 


1,200 


£5,600 





£13,600 


£5,600 





The taxpayer requests the Commissioner to apply new s. 59 (2A) 
and the request is granted. 
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1942 








The position will therefore be: Destroyed by Not 
Total fire. destroyed. 
£ £ £ 
SE aaa ae 10,000 4,000 
Depreciation allowed in assess- 
Dy au ¢6 204s 54 os sx” 7,000 2,000 
Depreciated value July 1, 1941 5,000 £3,000 £2,000 














Plant destroyed by fire during 
year ended June 30, 1942, the 
insurance recovery being . .. £9,000 £9,000 — 














Plant destroyed and oun 
Destroyed plant replaced at a cost of .. .. .. .. .. -. £12,000 
Deduct insurance recovery on plant destroyed, in respect 
of which £6,000 would be otherwise included in the 
taxpayer’s assessable income .. .. . oe «se 6,000 





Depreciated value under s. 59 (2A) .. .. .. .. .. .. £6,000 








Ordinarily depreciation is not allowed in respect of new plant in the 
income year in which it is purchased, so that depreciation under the 
prime cost method will commence on the £12,000 during year ended 
June 30, 1943. It will be observed that the annual allowance under the 
prime cost method must be calculated with reference to the actual cost 
of the unit, £12,000, but the total of the annual allowances is restricted 
to the reduced depreciated value as above, £6,000. The allowance is 
therefore £1,200 per annum for each of the five years ended June 30, 
1947, 

Plant not destroyed 


ae ae «eree Se 
Depreciation allowed i in previous assessments ae cee’ en 2,000 
Depreciated value July 1, 1941 .. .. -o oo §6€69 ED 
Depreciation allowed year ended June 30, 9G .. os 400 
Depreciated value July 1, 1942 .. .. .. .. .. .. .. ~- £1,600 








Assuming there are no purchases and sales until the deemed cost of 
the plant is fully recouped, the position under s. 59 (2A) is as follows: 








Year ended 

June 30: 
1942 Allowable deduction .. .. .. .. .. «. «- £400 
1943 a 1,600 


(being 10 per ‘cent. of "£12,000 cost price 
of new plant as above, and £4,000 cost of 
plant not destroyed) 


1944 Be a 1,600 

1945 a ee ae are ee ee 1,600 

1946 ae % 1,600 
(N.B.—£4,000 plant not destroyed “fully 
recouped. ) 


Allowable deduction .. .. .. ........ 1,200 
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It will be seen that, under both methods, the net aggregate allowances 
are the same, viz. £8,000. Under s. 59 (2) there is a relatively large 
assessable income (£5,600) in 1942 and there is a depreciation allowance 
of £1,600 for each of the four years 1943 to 1946 inclusive and £1,200 
for each of the six years 1947 to 1952 inclusive. Under new s. 59 (2A) 
the position is more stable. There is no assessable income in any 
year in respect of the insurance recoveries and the allowances for 
depreciation are exhausted by 1947. 

Example (b): 

Total. ShipA. ShipB.  ShipC. 
£ 


£ £ £ 
 PPerier eee 50,000 60,000 40,000 
Depreciation allowed in 
assessments— 
Rate = 5 per cent. 
prime cost. .. .. 58,000 35,000 15,000 8,000 








Depreciated value July 
eee oe 6 es £92,000 £15,000 £45,000 £32,000 














Ship A lost during year 
ended June 30, 1942, 
the insurance recovery 
being .. .. .. .. .. £45,000 £45,000 — — 














The taxpayer requires the Commissioner to apply s. 59 (2A) and 
the request is granted. The taxpayer is unable to replace the ship 
during the year of income. 

The adjustment for year ended June 30, 1942, will be: 

But for s. 59 (2A) the sum of £30,000 would be assessable income 
of year ended June 30, 1942. As the taxpayer has not acquired any 
unit of property during the year of income to replace the unit of 
property (Ship A) so lost, the £30,000 must be deducted from “any 
other units of property in respect of which depreciation is allowable 
under this Act,” viz., Ships B and C. The Act does not say how such 
reduction is to be made as between the remaining units of property. If 
the apportionment is to be made on the basis of the cost of the remaining 


units the answer is: 
Total. Ship B. Ship C. 
£ £ £ 
BE Ee ke ae ee ee tT 100,000 60,000 40,000 








Depreciated value July 1, 1941, as 
above .. .. 77,000 45,000 32,000 
Reduction to be made ‘under s. 59 


(2A) or on cost of 
units .. .. ia 43 55 “Se 18,000 12,000 








£47,000 £27,000 £20,000 
Depreciation year ended June 30, 
_ Saree os 5,000 
5 per cent. of cost "£60,000 . 3,000 
5 per cent. of cost £40,000 . 2,000 


£42,000 £24,000 £18,000 
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1942 


Depreciation for eight years ended 

June 30, 1950, at 5 per cent. on 

cost of Ship B, £60,000 .. .. £24,000 £24,000 
Depreciation for nine years ended 

June 30, 1951, at 5 per cent. on 

cost of Ship C, £40,000 .. .. 18,000 18,000 








£42,000 £24,000 £18,000 














The following example illustrates the position where a taxpayer’s 
allowance is based on diminishing cost: 
Example (c): 
Total. ShipD. Ship E. Ship F. 

















£ £ £ £ 
ee 190,000 50,000 80,000 60,000 
Depreciation allowed | in 
assessments .. .. .. 108,000 18,000 63,000 27,000 
Depreciated value aad 
1, 1941 .. .. .. .. £82,000 £32,000 £17,000 £33,000 
Ship D lost during year 
ended June 30, 1942, 
the insurance recovery 
being .. .. .. .. .. £60,000 £60,000 -— _ 











Of the £60,000 recovered, £18,000 (not £28,000), would but for s. 59 
(2A) have been assessable income of year ended June 30, 1942. 

The £18,000 is apportioned between Ships E and F on the basis of 
the cost price of those ships, £80,000 and £60,000 respectively. 


Total. ShipE. Ship F. 





£ £ £ 
eee ec. | 80,000 60,000 
Depreciation allow ed in assess- 
aa ee ee 63,000 27,000 











Depreciated value July 1, 1941 .. £50,000 £17,000 £33,000 
Reduction to be made under s. 59 


(2A) —e on cost of 
units .. .. is ive 10.286 7,714 





£32,000 6,714 25,286 
Depreciation year ended June 30, 
1942—5 per cent. of amended 
depreciated value .. .. .. .... 1,600 336 1,264 








Depreciated value July 1, 1942 .. £30,400 £6,378 £24,022 











Another method of applying s. 59 (2A) would be to apportion the 
reduction on the basis of the depreciated value at the beginning of the 
income year in which the loss occurred. 
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Example (d): Total. sp | E. Ship F. 
£ £ 


Depreciated value July 1, me 

vide Example (c) . 50,000 17,000 33,000 
Reduction to be made under s. 59 

(2A) apportioned on depreciated 

value of units at July 1, 1941 .. 18,000 6,120 11,880 


£32,000 £10,880 £21,120 








Depreciation year ended June 30, 
1942, being 5 per cent. of 
amended depreciated value .. .. 1,600 544 1,056 


Depreciated value July 1, 1942 .. £30,400 £10,336 £20,064 




















Whatever method of apportioning the reduction in depreciated value 
is adopted it will make no difference to the total annual allowance until 
a unit is fully depreciated, disposed of, lost or destroyed. Moreover, 
it will make no difference to the total depreciation allowed in respect 
of the units. 

Section 59 (2B) provides that where the amount of consideration 
receivable, which but for s. 59 (2A) would be assessable, exceeds the 
sum of the reductions made under s. 59 (2A) the excess must be 
included in the taxpayer’s assessable income of the year of loss or 
destruction. 


Example (e): Total. UnitG. Unit H. 
£ £ £ 
ee Sat“ecwese ae 16,000 3,000 


Rate—10 per cent. 
diminishing cost— 


Depreciation allowed in assess- 
Re Ss as ON ce os cece co SD 12,000 2,000 








Depreciated value July 1, 1941 .. £5,000 £4,000 £1,000 











Unit G destroyed during year 
ended June 30, 1942, the in- 
surance recovery being .. .. .. £7,000 £7,000 — 











Unit G was not replaced during the income year. Section 59 (2A) 
is invoked. The adjustment under subs. 2A and 2B is as follows: 
Amount which, but for s. 59 (2A) would have been 
included in the assessable income .. .. . £3,000 
Deduct depreciated value of UnitH .. .. .. .. .. .. 1,000 





Amount to be included in taxpayer’s assessable income 
of year ended June 30, 1942 .. .. .. .. .. .. .. -- £2,000 








No further depreciation is allowable in respect of Unit H. 


New s. 59 (2C) provides, however, that where, after the year of 
income in which the unit is lost or destroyed, but not later than two 
years after the termination of the present war, the taxpayer acquires a 
unit of property to replace the unit lost or destroyed, the Commissioner 
may, if the taxpayer duly so requests— 
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(a) amend any assessment in which the whole or part of any con- 
sideration receivable was included in the assessable income by 
deducting from that assessable income the lesser of the following 
amounts : 

(i) the amount of the consideration receivable which was included 
in the assessable income; or 

(ii) ped depreciated value of the unit of property so acquired; 
an 

(b) reduce by the same amount the depreciated value of the unit 

acquired to replace the unit lost or destroyed, and calculate the 

depreciation allowable in respect of that unit on the depreciated 
value as so reduced. 


Example (f): 


In Example (e) the position was as follows: 
Portion of insurance recovery which, but for s. 59 (2A) 
would have been included in the taxpayer’s assessable 





income .. .. £3,000 
Deduct depreciated value of all other property ‘subject to 

depreciation allowance .. .. 1,000 
Amount included in oe s assessable i income of year 








ee EE ke si bie Sows ce. cc cccks ce 


During income year June 30, 1944, the unit destroyed during year 
ended June 30, 1942, was replaced at a cost of £8,000. 

Under s. 59 (2C) (a) (i) the assessment of year ended June 30, 
1942, will be amended by reducing the assessable income of that year 
by £2,000, i.e., the amount of consideration receivable included in that 
year vide Example (e). Under s. 59 (2C) (b) the depreciated value, 
i.e., the cost of the unit which replaced the destroyed unit, viz. £8,000, 
will be reduced by £2,000, and the annual depreciation allowed there- 
after will be calculated with reference to the amended depreciated value. 
If the taxpayer is allowed depreciation at, say, 10 per cent. on prime 
cost, he will receive an annual allowance of £800 (10 per cent. of cost 
£8,000) until the amended depreciated value of £6,000 is full recouped. 
If the taxpayer is allowed depreciation at, say, 10 per cent. on diminish- 
ing cost depreciation, allowances will be calculated on the depreciated 
value as so reduced, viz.: 








Cost of replacement .. Kaeo we® | Se 
Reduction under s. 59 (2C) ‘(b) . o- 60 2,000 
£6,000 

Allowance year ended onde 30, 1945—10 - 
cent. of £6,000 .. .. 600 
£5,400 
Allowance year ended June 30, 1946... .. .. 540 
£4,860 
Allowance year ended June 30, 1947 .. .. .. 486 
£4,374 
Allowance year ended June 30, 1948 .. .. .. 437 





Depreciated value July 1, 1948 .. .. .. .. 
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Example (g): 

Assume the same set of facts as in Example (f) except that the 
replacement during year ended June 30, 1944, cost £1,800. 

The assessment of year ended June 30, 1942, which included as 
assessable income £2,000 of the insurance recovery, will be amended 
by reducing the assessable income of that year by £1,800, s. 59 (2C) 
(a) (ii). No depreciation allowance will be granted in respect of the 
£1,800 paid for plant during year ended June 30, 1944, to replace the 
unit destroyed. 

No time limit is imposed on the amendment of any assessment under 
s. 59 (2C), s. 170 (10) as amended by the amending Act (No. 2) of 
1942. 

The request under s. 59 (2A) is required to be made in writing when 
lodging the return of income to which the request applies, or within 
such further time as the Commissioner allows. The request under s. 59 
(2C) is required to be made in writing not later than the date of 
lodgment of the return of income of the year during which the unit of 
property is replaced. 

New s. 59 (2A) (2B) and (2C) first applies to income year ended 
June 30, 1942, or substituted accounting period. 

It should be observed, in conclusion, that the concession contained 
in the new sub-sections applies to any unit of property lost or destroyed 
during the present war in respect of which the depreciation is allowed 
or allowable under the Commonwealth Act. The concession is not 
restricted to war-time plant or to plant, etc., lost or destroyed by enemy 
action. 

Consideration Receivable 


Section 59 (3) (b) has been altered by the amending Act (No. 2) 
of 1942 to read: “The consideration receivable in respect of the disposal, 
loss or destruction means . . . (b) in the case of loss or destruction of 
the property . . . the amount or value received or receivable under a 
policy of insurance or otherwise in respect of the loss or destruction. 
The insertion of the words “or value” is designed to ensure that the 
value of any consideration received or receivable otherwise than in 
cash shall be brought to account for the purpose of ascertaining the 
amount of the deduction (if any) allowable, or the amount to be 
included in the taxpayer’s assessable income, as the case may be. 
Section 59 (3) (b), as amended, will cover such cases as the replace- 
ment of plant by insurance companies instead of the payment in cash 
of the insurance moneys to the taxpayer. 


ASCERTAIN MENT OF DISTRIBUTABLE INCOME OF A PRIVATE COMPANY 


Deduction of Commonwealth Ordinary, Income Tax Payable 


Section 103 (1) of the Principal Act provides that in calculating 
the distributable income of a private company, it is entitled to deduct 
Commonwealth income tax, paid during the income year, and State 
income taxes which have not been allowed, or are not allowable, as a 
deduction in arriving at its taxable income, and which are paid during 
the income year. State income tax imposed on income derived during 
income year ended June 30, 1941, or substituted accounting period is 
not an allowable deduction, and is accordingly allowed as a deduction 
in the year in which it is paid in calculating a private company’s 
distributable income. 
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Sections 103 (3) and (4), inserted by the Amending Act of 1941, 
provide that for the purpose of ascertaining the distributable income 
of a private company, it may elect that, in lieu of deducting from its 
taxable income any Commonwealth ordinary income tax paid during 
the income year, there shall be deducted any Commonwealth ordinary 
income tax payable in respect of the income of that income year. Where 
a private company has elected to deduct Commonwealth ordinary 
income tax payable instead of paid, the election shall, unless the 
Commissioner otherwise directs, be deemed to have been made also 
for the purpose of ascertaining the distributable income of that company 
for all subsequent years. 

Under the Uniform Tax, the Commonwealth rate of ordinary income 
tax payable by companies on income derived during income year ended 
June 30, 1942, or substituted accounting period, was increased to 6/- 
in £. This rate represents, in effect, the previous Commonwealth rate 
of 4/- plus an average rate of 2/- to replace the State income tax 
previously payable by companies. 

In the great majority of cases, State income tax assessed on income 
derived during income year ended June 30, 1941, or substituted 
accounting period, would be paid by companies during income year 
ended June 30, 1942, or substituted accounting period, and, as explained 
above, would be deductible in calculating a company’s distributable 
income of income year ended June 30, 1942, or substituted accounting 
period. As previously stated, however, a private company is entitled 
to elect that in lieu of Commonwealth ordinary income tax paid during 
the income year, it may elect to have deducted Commonwealth ordinary 
income tax payable in respect of the income of the income year. 

The effect of s. 103 (1) and (3) is that in calculating a private 
company’s distributable income of income year ended June 30, 1942, or 
substituted accounting period, if the company makes the election under 
s. 103 (3), it is entitled to receive the following deductions: 

(a) State income tax paid during the year; and 

(b) Commonwealth ordinary income tax payable in respect of the 

income of the year at the rate of 6/- in the é. 





In effect, s. 103 (1) and (3) gave to a private company a double 
deduction in respect of State income tax; firstly, the State income tax 
paid during the income year, and secondly, the equivalent of the State 
income tax payable in respect of the income of that year. 

In order to eliminate this unjustifiable concession to companies who 
have made the election under s. 103 (3), the Amending Act (No. 2) 
of 1942 provides, by new s. 103 (6), that the calculation of the Com- 
monwealth ordinary income tax payable shall be based on a rate of 
4/- in the £ instead of 6/- in the £, thus excluding the equivalent of 
the State income tax payable in respect of the income of income year 
ended June 30, 1942, or substituted accounting period. 

The above-mentioned reduction of the rate of tax for the purpose of 
the calculation of Commonwealth ordinary income tax payable is 
limited to the ascertainment of the private company’s distributable 
income of income year ended June 30, 1942, or substituted accounting 
period, as, in the great majority of cases, the double allowance would 
arise only in that year. 

In view of the above amendment, some private companies which 
have exercised the election under s. 103 (3) may wish to revoke that 
election and revert to the allowance of Commonwealth ordinary income 
tax paid, in lieu of Commonwealth ordinary income tax payable. 
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As pointed out earlier, s. 103 (4) authorises the Commissioner to 
permit a company to revoke an election under s. 103 (3), and it has 
been officially stated that any application for revocation made by a 
company will be granted by the Commissioner. 

Section 103 (3), in its original form, did not specify any time limit 
within which a private company which desired to make the election 
under that sub-section must give notice of its intention to the Com- 
missioner. As it was considered not unreasonable to specify a time 
limit for the lodgment of notices of such election, new s. 103 (5), also 
inserted by the Amending Act (No. 2) of 1942, requires a private 
company to furnish notice of its election under s. 103 (3) before the 
date of lodgment of the first return to which the election applies. 

Section 103 (5) further provides, however, that if a private company 
has already lodged its income tax return of income year ended June 30, 
1942, or substituted accounting period, it shall be allowed until December 
31, 1942, within which to make the election. Moreover, a private 
company may on or before December 31, 1942, make an election in 
respect of income year ended June 30, 1941, or substituted accounting 

eriod. 
. In all the above instances, the Commissioner is given a discretionary 
power to extend the time for lodgment of notice of election in any 
case he considers warranted by the circumstances. 

The election under s. 103 (3) must be made in writing and signed 
by the public officer of the company (s. 103 (5)). 


INCOME TAX PAID ABROAD ON EX-AUSTRALIAN DIVIDENDS 


The Amending Act of 1941 imposed Commonwealth income tax on 
dividends paid to a resident of Australia by a company irrespective of 
the source of the profits out of which the dividends were paid. Thus, 
inter alia, dividends paid by a company which does not derive income 
from Australia and dividends paid wholly and exclusively out of 
ex-Australian profits are assessable in the hands of a resident. The 
amendment applies to dividends declared on and after October 30, 1941. 

The above liability to Commonwealth income tax arises even if the 
dividends are subject to income tax in the country in which they were 
derived. Thus, the exemption granted by s. 23 (q) does not apply to 
ex-Australian dividends, although in many instances these dividends 
will have borne tax outside Australia. To meet this position, new 
s. 72A, inserted by the Amending Act (No. 2) of 1942, provides for 
the allowance of a/deduction of ex-Australian income tax paid, which 
the taxpayer was personally liable to pay outside Australia in respect 
of any dividends included in his assessable income, irrespective of the 
source of the profits out of which such dividends have been paid. 

New s. 72A does not, however, apply to dividends in respect of 
which the taxpayer is entitled to a rebate under s. 159. That section 
provides for the allowance by the Commonwealth of a rebate of tax 
where income which is derived from sources in Australia is subject to 
tax in the United Kingdom and in Australia. The deduction of ex- 
Australian taxes paid on the dividends is not justified in such cases, 
as the taxpayer already receives a rebate of Commonwealth income 
tax under s. 159 because of the fact that he pays income tax outside 
Australia. 

In any event, a dividend received by a resident of Australia from an 
English company from which the company has made a deduction at 
the source in respect of United Kingdom income tax paid by the 
company on its profits, must be included in his assessable income at 
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the net amount, expressed in Australian currency, actually paid by the 
company to the taxpayer, and not at an amount increased by an addition 
thereto representing the sum so deducted at the source (Jolly v. F.C. 
of T. (1934), 50 C.L.R. 131; 2 A.T.D. 362). As in this class of case 
the taxpayer is assessable only on the net dividend received, he is not 
entitled to a deduction, under s. 72A, as this would amount to a double 
deduction. The Revenue is protected because the deduction under 
s. 72A is restricted to ex-Australian income tax “which he was 
personally liable to pay in respect of those dividends.” 

Section 72A (2) provides that any refunds of amounts allowed as 
deductions under s. 72A (1) shall be included as assessable income in 
the year of receipt. Section 72A applies to income year ended June 
30, 1942 (or substituted accounting period) and to all subsequent 
income years. 


ALLOWABLE GIFTS 


Under the Commonwealth Income Tax Assessment Act of 1936-1941 
all taxpayers, whether individuals or companies, were entitled to a 
concessional deduction from assessable income of gifts enumerated in 
s. 78 (1) (a). 

The Amending Act. (No. 1) of 1942 provided in respect of income 
year ended June 30, 1942, and subsequent income years, that, in lieu 
of the deduction from assessable income granted by s. 78 (1) (a), 
taxpayers should be allowed a rebate of tax calculated, in the case of 
individuals, at the taxpayer’s personal exertion rate, and in the case 
of companies, at the rate of ordinary Commonwealth income tax 
applicable to companies, the rate for year of tax commencing July 1, 
1942, by 6/- in the £. 

The above amendments made by the Amending Act (No. 1) of 
1942 have been modified by the Amending Act (No. 2) of 1942. 


Individuals 


Section 32 (1) of the Amending Act (No. 2) of 1942 provides that 
the substitution of a rebate of tax for a concessional allowance from 
assessable income shall not apply to assessments based on income 
derived during income year ended June 30, 1942, or substituted 
accounting period. 

The effect of s. 32 (1) is that in respect of income year ended 
June 30, 1942, or substituted accounting period, individual taxpayers 
will be entitled to a deduction from assessable income of allowable gifts. 
In respect of income year ended June 30, 1943, and all subsequent 
income years, individual taxpayers will not be entitled to such deduction 
but will receive the rebate of tax provided by s. 160. 

The Amending Act (No. 1) of 1942 extended the deduction in 
respect of allowable gifts to— 


(a) a public fund in Australia for the construction of a public 
memorial relating to the present war; and 

(b) funds in Australia for the welfare of any Allied force serving 
in association with the armed forces of His Majesty. 


Section 32 (2) of the Amending Act (No. 2) of 1942 provides, in 
effect, that gifts to the above-mentioned funds are allowable deductions 
from assessable income of income year ended June 30, 1942, or 
substituted accounting period. 
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Companies 

The Amending Act (No. 2) of 1942 has restored to companies, both 
public and private, the allowance as a deduction from assessable income 
of gifts enumerated in s. 78 (1) (a), including those added by the 
Amending Act (No. 1) of 1942. 

Thus, in respect of companies, the allowance of deductible gifts 
continues uninterruptedly for income year ended June 30, 1942 (or 
substituted accounting period) and for all subsequent income years. 

The reason for the difference in the treatment of companies and 
individuals lies in the fact that companies are liable to pay Common- 
wealth taxes additional to the ordinary income tax at the rate of 6/- 
in the £. Both private and non-private companies pay taxes on 
undistributed income, and non-private companies are liable to pay super 
tax and war-time (company) tax. All these additional taxes are based 
on the taxable incomes of the companies as calculated for purposes of 
ordinary income tax. If a deduction for gifts is not allowed in 
calculating the taxable income of a company, no relief from the 
additional taxes is granted to the company in respect of the gifts. 


PARTIAL EXEMPTION OF INCOME FROM CERTAIN MINING 
OPERATIONS 


A new section, s. 23A, has been inserted in the Principal Act by the 
Amending Act (No. 2) of 1942. Section 23A provides a partial 
exemption from Commonwealth income tax of profits derived from 
mining operations in Australia for the purpose, inter alia, of producing 
base metals and rare minerals required for use in the present war. The 
exemption is also extended to dividends paid by companies out of the 
exempt profits. 

Section 23A provides that where a person carries on mining 
operations in Australia (other than coal mining) for a purpose which 
includes the production of any base metal or rare mineral which is 
specified in the regulations as required for use in, or in connection with, 
the prosecution of the present war, an amount equal to twenty per 
centum of the amount remaining after deducting from the assessable 
income derived from those operations— 


(a) all allowable deductions which relate to that income; and 

(b) any other allowable deductions, or part thereof, which, in the 
opinion of the Commissioner, may appropriately be related 
to that jncome, 


shall be exempt from income tax. 

The concession provided by s. 23A is restricted to a person who or 
which carries on certain mining operations in Australia for any pre- 
scribed base metal or rare mineral. “Person” includes a company. The 
concession first applies to income derived during year of income ended 
June 30, 1942, or substituted accounting period (s. 31 of 1942 Act) 
and will cease after the year of income during which the present war 
is terminated (s. 23A (8)). 

Section 23A is not confined to those cases where the principal and 
predominant business of the taxpayer is mining for any one or more 
of the prescribed base metals or rare minerals. The exemption applies 
in all cases where the taxpayer carries on mining operations for the 
prescribed metals or minerals, whether such operations comprise his 
or its principal business or form only a subsidiary part of his or its 
main business. Moreover, a taxpayer may carry on several businesses, 
including one which answers the description of “mining operations in 
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Australia.” If one of the activities of the last-named business is the 
production of any one or more of the prescribed base metals or rare 
minerals the taxpayer is entitled to the partial exemption provided by 
s. 23A whether such activity be predominant or subsidiary. 

The exemption under s. 23A applies to a person who carries on 
mining operations in Australia (other than coal mining) for a purpose 
which includes the production of any base metal or rare mineral which 
is specified in the regulations as required for use in, or in connection 
with, the prosecution of the present war. 

“Present war” is defined as meaning the war which commenced on 
September 3, 1939, and includes any other war in which His Majesty 
has become or becomes engaged during the continuance of that war 
(s. 6). 

The regulations have not yet been gazetted. 

The exemption is an amount equal to 20 per cent. of the amount 
remaining after deducting from the assessable income derived from the 
above-mentioned operations— 

(a) all allowable deductions which relate to that income; and 

(b) all other allowable deductions, or part thereof, which, in the 
opinion of the Commissioner, may appropriately be related to 
that income. 

Thus, the exemption applies to 20 per cent. of the net income, as 
defined above, from the whole of the mining operations in Australia 
(except coal mining), provided such operations are carried on for a 
purpose which includes the production of any of the prescribed base 
metals or rare minerals. 

Section 23A (1) was amended during the passage of the Bill. The 
clause as originally drafted was open to the construction that the section 
divided the assessable income into two parts, one part being exempt 
and the balance remaining assessable. It would then be necessary to 
divide the expenses between these two amounts and disallow the 
proportion attributable to the exempt part. The result would be to 
reduce the proportion exempt to less than 20 per cent. of the net income 
from mining. 

The clause prior to amendment read: 

“... so much of the assessable income derived from those operations 
as is equal to twenty per centum of the amount remaining after 
deducting from that income 


ee) 


shall be exempt from income tax.” 
The following example illustrates the construction which could have 
been placed on the clause: 








Gross income from mining .. .. .. .. .. £1,000 
WOE OED oe ve we ee 8s be ee 08 600 
et ND ns ae ween £400 

20 per cent. of £400 = £80. 
Assessable Exempt Total 
Cee... «. 5s £80 £1,000 
Expenses... .. 552 48 600 
Taxable .. .. .. £368 £32 £400 


=—__ = Co—_ 
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On this construction only £32 would have been exempt instead of 
the £80. 

It was accordingly considered advisable to amend the clause so as to 
remove any doubt on the matter. 

In any case where the taxpayer considers that the exemption provided 
is inadequate, having regard to the production of the mine, he may 
apply for an increase in the amount of the exemption. The application 
will be considered by the Board of Referees, which is empowered to 
increase the exemption to the extent which it considers just. 

The taxpayer may own, for example, several tin mines. He may 
apply for an increased exemption in respect of the income of any one 
or more of those mines. 

It is recommended that the application (which should be addressed 
to the Commissioner at the office where the company’s return is lodged) 
be made along the following lines: 

“As public officer of the XYZ company, which company carries on 
mining operations in Australia for a purpose which includes the pro- 
duction of tin, I hereby apply, under s. 23A (2) of the Commonwealth 
Income Tax Assessment Act, 1936-1942, for the exemption from 
Commonwealth income tax of a part of the income derived by the 
company from mining operations in connection with the ABC mine, 
to which s. 23A (1) of the said Act applies, greater than that specified 
in s. 23A (1), on the ground that, in consequence of the national needs 
occasioned by the present war, the output of the said ABC mine has 
been, and/or will be, such that the value of the mine has depreciated, 
and/or will depreciate, to an extent which makes it just that a greater 
part of the income derived from mining operations in connection with 
the said ABC mine than that specified in s. 23A (1) should be exempt 
from Commonwealth income tax. 

“In accordance with s. 23A (3) I shall be glad if you will kindly 
refer this application to the Board of Referees.” 

It is presumed that, as in the case of applications under the War-time 
(Company) Tax Assessment Act, six signed copies of the application 
should be sent to the Commissioner. 

The application should be lodged within sixty days after receipt of 
the notice of assessment, s. 23A (7) proviso; otherwise any increased 
exemption granted by the Board cannot apply to the income, the subject 
of that assessment. The application may, however, be lodged before 
the assessment is received. For example, if the company intends to 
lodge an application under s. 23A (2) in respect of income year ended 
June 30, 1942, it should lodge the application as soon as possible in the 
hope of an early hearing before the Board of Referees. 

The Board of Referees may at any time (apparently of its own 
volition, or by reason of an application of the Commissioner or the 
taxpayer) or from time to time vary any determination made by it 
under s. 23A (5). Subject to s. 23A (5) the Board’s determination 
and any variation thereof by the Board shall be final and conclusive 
(s. 23A (6)). 

Any determination by the Board (or any variation thereof under 
s. 23A (5)) shall apply for such year of tax (but not earlier than 
year of tax beginning on July 1, 1942, i.e., year of income ended June 
30, 1942, or substituted accounting period) as the Board specifies in 
the determination or variation. The determination or variation shall 
remain in force for each year of tax thereafter until either the Board 
varies it or until the year of income during which the present war is 
terminated. 
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Subject to special provisions relating to dividends paid during year 
ended June 30, 1942, explained below, the Amending Act (No. 50) of 
1942 provides by new s. 44 (2) (b) (i) that the assessable income of 
a shareholder shall not include dividends “paid wholly and exclusively 
out of one or more of the following: . . . (i) the amount of the income 
derived by a company which is exempt from income tax by reason of 
s. 23A of this Act.” 

Thus, if a company declares a dividend wholly and exclusively out 
of the income exempt under s. 23A (whether it be 20 per cent. of the 
net income as provided by s. 23A (1), or a greater percentage as 
awarded by the Board of Referees under s. 23A (2)) or wholly and 
exclusively out of that income in combination with any other income 
or profit specified in s. 44 (2) (b), the dividend will not be assessable 
in the hands of the shareholders. The company may so pay such 
dividend at any time, even after the end of the present war, and it will 
be exempt provided new s. 44 (2) (b) (i) remains in existence. 

New s. 44 (3) provides that where, during income year ended June 
30, 1942, or during substituted accounting period, a company, the 
principal business of which is the carrying on of mining operations for 
the production of any prescribed base metal or rare mineral, has 
derived income which is exempt under new s. 23A and has, during 
year ended June 30, 1942, paid dividends— 


(a) 20 per cent. of those dividends shall, for the purpose of s. 44 
(2) (b) (i) quoted above, be deemed to have been paid wholly 
and exclusively out of that exempt income; and 

(b) so much of that income as does not exceed 20 per cent. of those 
dividends shall be deemed to have been applied in payment of 
those dividends. 


Companies which paid dividends during year ended June 30, 1942, 
were, of course, unaware of the exemption now provided by s. 44 (2) 
(b) (i) and special provision has been made by new s. 44 (3) in 
respect of those dividends. The requirement of s. 44 (2) (b) (i) that 
the dividends shall be paid wholly and exclusively out of the exempt 
income does not apply to dividends paid during year ended June 30, 
1942. 

By paragraph (a) of new s. 44 (3) shareholders are exempt to the 
extent of 20 per cent. of dividends paid to them during year ended 
June 30, 1942, by mining companies which derived income, exempt 
under s. 23A, during year ended June 30, 1942, or substituted accounting 
period, if the principal business of the company is the carrying on of 
mining operations for the production of any prescribed base metal or 
rare mineral. 

By paragraph (b) of new s. 44 (3) the exempt fund of income in 
the hands of the mining company for income year ended June 30, 1942, 
will be treated as having been diminished to the extent of the exemption 
granted to shareholders under s. 44 (3) (a) in respect of dividends 
paid during year ended June 30, 1942. 

The exemption under s. 44 (3) applies to all dividends paid during 
year ended June 30, 1942, by mining companies answering the above 
description, irrespective of the nature of the profits out of which such 
dividends have been paid. 





574 THE AUSTRALIAN ACCOUNTANT DEC. 


Example (1): 
(a) Dividends paid during year ended June 30, 1942, by 
tin mining company out of profits of year ended 
June 30, 1941 (final dividend of that year) .. .. £20,000 
Profits of year ended June 30, 1942 (interim dividend) 10,000 
































£30,000 
Exemption in hands of shareholders—20 per cent. of 
DE ks) ba Oe bs de del ee ke Se te wees se “ED 
(b) Income of company of year ended apni 30, 1942, all 
derived from tin mining .. .. . £40,000 
Exemption to company under s. 23A—20 per cent. of 
Exempt fund as above .. .. .. £8,000 
Deduct amount deemed to have been applied | in " pay- 
ment of the dividend referred to in (a) .. .. .. 6,000 
Balance available for tax-free distribution under s. 44 
ee Ge. AD an. Ks Ga Oe oe ee ke Se KS 66 we ae, ee 








If, after June 30, 1942, the company paid a final dividend of, say, 
£30,000 out of the profits of year ended June 30, 1942, without 
knowledge of the exemption provided by s. 44 (2) (b) (i), the whole 
of the dividend is assessable and the £2,000 would be no longer available 
for tax-free distribution. 


Example (2): 
Assume the same set of facts as in (1) except that the 


income of the company for year ended June 30, 1942, 
amounted to £25,000. 











(a) Dividends exempt in hands of shareholders .. .. .. £6,000 
(b) Exempt fund—20 per cent. of £25,000 .. .. £5,000 
Deemed to have been — in desire of the divi- 
dends referred to in (a) . ae 5,000 
Balance available for tax-free distribution .. .. .. .. Nil 








The exemption provided by s. 23A applies not only to the assessment 
of Commonwealth ordinary income tax but also to assessments on 
undistributed income, and in respect of super tax and war-time 
(company) tax. 


STATE INCOME TAXES PAID 


Discontinuance of Allowance in Commonwealth Income Tax 
Assessments 


The Amending Act (No. 1) of 1942 abolished the allowance for 
Commonwealth income tax purposes of State and Territorial income 
taxes paid in respect of income derived during the year ended June 30, 
1941 (or substituted accounting period) and subsequent years. Special 
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provision was, however, made in new s. 72 (1A) that amounts of 
State and Territorial income taxes paid after June 30, 1941, and before 
uly 1, 1944, on incomes derived by taxpayers during income years 
ended June 30, 1938, 1939 and 1940 (or subStituted accounting periods), 
shall be allowable deductions from assessable income derived during 
the year ended June 30, 1941. The assessments of income year ended 
June 30, 1941, will be amended to enable this concession to be granted. 
Section 72 (1A) was enacted in order to grant a deduction in those 
cases where the liability for State and Territorial income taxes for 1938, 
1939 and 1940 had not been determined prior to July 1, 1941. The 
object of the new provision was to do justice to these taxpayers as 
compared with others who had received deductions of State and Terri- 
torial taxes paid by them before July 1, 1941. 
However, as officially explained, s. 72 (1A) was found to be 
defective in cases where the taxpayer had adopted a substituted 
accounting period— 


Example : 
Year of tax Ordinary year of income Substituted accounting period 
1938-1939 Year ended June 30, 1938 Ended December 31, 1937 
1939-1940 Year ended June 30, 1939 Ended December 31, 1938 
1940-1941 Year ended June 30, 1940 Ended December 31, 1939 
1941-1942 Year ended June 30, 1941 Ended December 31, 1940 

State and Territorial income taxes in respect of substituted account- 
ing period ended December 31, 1939, would, in the ordinary course 
of events, be paid between January 1, 1941, and June 30, 1941, and no 
deduction would have been allowable under s. 72 (1A) in its original 
form, as the taxes were not paid after June 30, 1941. 

The amendment made to s. 72 (1A) by the Amending Act (No. 2) 
of 1942 corrects this anomaly by providing that where a taxpayer has 
adopted a substituted accounting period, he is entitled to an allowance 
in his assessment for the year of tax 1941-1942, in respect of State 
and Territorial income taxes paid after the end of the accounting period 
substituted for year of income ended June 30, 1941, and on or before 
the end of the accounting period substituted for year of income ending 
June 30, 1944. The deduction provided by s. 72 (1A) will be in respect 
of State and Territorial income taxes on income derived during the 
three accounting periods substituted for income years ended June 30, 
1938, 1939 and 1940. 


War-TIME ComPANY TAX 
1942 Amendments 


A number of amendments have been made to the War-time (Company ) 
Tax Assessment Act by the Amending Act, No. 52 of 1942. 


Allowance of State Income Tax in Calculating Taxable Profit 

Prior to the amendment to s. 72 of the Commonwealth Income Tax 
Assessment Act by Act No. 22 of 1942, State income tax paid during 
the year of income was an allowable deduction in calculating the taxable 
income for purposes of Commonwealth income tax. This deduction 
was automatically allowed for war-time (company) tax purposes, 
because the taxable income forms the basis for the ascertainment of 
the taxable profit in respect of which war-time (company) tax is 
payable. 

Because of the amendment made by Act No. 22 of 1942, State 
income tax paid on income derived during income year ended June 30, 
1941, or substituted accounting period, is not an allowable deduction 
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for Commonwealth income tax purposes. A special provision was 
made by Act No. 22 in the case of State income taxes in respect of 
income years ended June 30, 1938, 1939 and 1940 (or substituted 
accounting periods), which were paid after the close of year ended 
June 30, 1941, or the close of the substituted accounting period. These 
are an allowable deduction of income year ended June 30, 1941, or 
substituted accounting period, if they are paid prior to the commence- 
ment of income year beginning on July 1, 1944, or prior to the com- 
mencement of the substituted accounting period. In order to allow this 
special deduction, the income tax assessment for income year ended 
June 30, 1941, and the war-time (company) tax assessment for the 
same period will be amended upon application by the taxpayer. State 
taxes for income years other than those which ended on June 30, 1938, 
1939 or 1940 which are paid during income year ended June 30, 1942, 
or during subsequent income years, are not an allowable deduction 
for purposes of Commonwealth income tax. Moreover, as previously 
pointed out, taxpayers are denied a deduction of all State income taxes 
paid after the close of income year ended June 30, 1944, or substituted 
accounting period, irrespective of the income year upon which those 
taxes are based. 

Unless a special provision were made to the contrary, State income 
taxes not allowed in Commonwealth income tax assessments would 
also not be deductible in calculating the taxable profit for purposes of 
war-time (company) tax. 

To meet the above position, the definition of “taxable profit” 
contained in s. 3 has been amended by providing for a deduction from 
the taxable income of so much of any State or Territorial income tax 
for which a company is liable and which is paid by it in the accounting 
period as is not deductible under the Commonwealth Income Tax 
Assessment Act in ascertaining the taxable income of any year. 


Allowance of Commonwealth Income Tax in Calculating Taxable Profit 


The definition of “taxable profit” provides for a deduction from the 
taxable income, for income tax purposes, of Commonwealth ordinary 
income tax payable in respect of that taxable income. 

The Amending Act of 1942 provides that the Commonwealth income 
tax payable for income year ended June 30, 1942, or substituted 
accounting period, shall be deemed to be 4/- in £; in lieu of the rate 
actually payable, viz., 6/-. 

The reason for, the above amendment is that under the uniform income 
tax plan it was necessary to increase the rate of Commonwealth 
ordinary income tax payable by a company from 4/- to 6/- in £ in order 
to obtain the same amount of revenue which had previously been 
received from the combined Commonwealth and State income taxes. 
In effect, therefore, the increased rate of 6/- in £ represents 4/- 
Commonwealth income tax and 2/- State income tax. 

As explained in the preceding paragraph, a company will receive a 
deduction for war-time (company) tax purposes of State income tax 
paid by it in respect of income year ended June 30, 1941, or substituted 
accounting period. State income tax for that period will normally be 
paid during income year ended June 30, 1942, and will be deductible 
in calculating the taxable profit of that year. If, in addition, the 
company were to receive a deduction of the full amount of Common- 
wealth income tax payable for period ended June 30, 1942, it would, 
in effect, receive a double deduction in respect of State income tax. 

The above amendment rectifies the position. 
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a Lire AssURANCE COMPANIES 

b d _ Section 14 of the War-time (Company) Tax Assessment Act exempts, 
“a inter alia, a life assurance company, the profits of which are divisible 
aa only among the policy holders. : ; 

or The Amending Act now also provides that in the case of a partly 
i. mutual life insurance company there shall be deducted from the taxable 
“ profit the amount of its “mutual income” as defined by s. 160C (1A) of 
“a the Income Tax Assessment Act, less so much of the income tax 
ad payable in respect of the taxable income of the accounting period as is 
™ attributable to that mutual income. 

na A consequential provision is that capital employed in producing the 
° “mutual income” shall not be taken into account in ascertaining the 


> amount of capital employed by a life assurance company. 
i New s. 24 (1) (iv) accordingly provides that the capital employed 





. shall be reduced to the following extent— 

4 Mutual income f ital — 

d Total taxable income © “P™*' “™Ployee. 

P Time Limit on Claims for Increase in Statutory Percentage and Capital 
e Employed 

d Under ss. 22 and 23 of the Principal Act, a company may submit a 
f claim for a greater statutory percentage than that provided by s. 20. A 


company may also, under s. 25, apply for an increase in the capital 
F employed as ascertained under s. 24. 

In its original form, the Principal Act did not specify any time limit 
within which these claims and applications should be made. It was 
felt at the time that it would be undesirable to impose a time limit until 
companies had had an opportunity of becoming familiar with the 
conditions under which claims could be made. 

This position has been altered by the Amending Act of 1942, as 
follows— 

(a) Claims under s. 22 must be made not later than the end of the 
first year of tax in the assessment for which it is claimed that the 
greater statutory percentage should apply. For example, a 
claim in respect of accounting period ended June 30, 1942 (or 
substituted period), must be lodged not later than June 30, 1943. 

A claim in respect of years of tax ended June 30, 1941, or 
1942 (i.e., for accounting periods ended June 30, 1940, or 1941, 
or substituted periods), may, however, be lodged at any time 
prior to January 1, 1943. 

(b) A claim under s. 23 must be made not later than sixty days after 
service of the notice of assessment upon the taxable profit of 
the accounting period in respect of which the claim is made. 
For example, if notice of assessment for the war-time (company) 
tax in respect of the taxable profit of accounting period ended 
June 30, 1942, is served on February 28, 1943, and the company 
desires to make a claim under s. 23, the claim must be lodged 
not later than 60 days after February 28, 1943. This time limit 
is consistent with the law relating to the lodgment of objections. 
Where, however, any notice of assessment for war-time (com- 
pany) tax was served upon a company prior to October 6, 1942, 
a claim in respect of the relevant accounting period may be made 
at any time prior to January 1, 1943. 

(c) An application for increased capital employed under s. 25 is 

required to be made not later than sixty days after service of 


Ar, oe ee) 
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the notice of assessment, except that where the notice of assess- 
ment was served prior to October 6, 1942, the application may 
be made at any time prior to January 1, 1943, Thus, a company 
may lodge a claim under s. 23, or an application under s. 25, in 
respect of accounting periods ended June 30, 1940, or 1941, at 
any time prior to January 1, 1943. In respect of subsequent 
accounting periods they must be lodged within sixty days after 
service of the notice of assessment. 


Dividends Payable to Preference Shareholders 


Under s. 35 of the War-time (Company) Tax Assessment Act a 
company is authorized to deduct from dividends payable to preference 
shareholders a proportion of the war-time (company) tax payable by 
the company. It was officially stated that legal opinion was to the effect 
that, under s. 35 in its original form, the deduction could only be made 
from dividends which were paid out of the taxable profit on which the 
tax was assessed. That meant that a company which was desirous of 
deducting a proportion of the tax from the preference dividend in 
accordance with s. 35, had to delay the declaration and payment of 
the dividend until the tax was assessed. 

To remedy the above suggested defect s. 35 has been redrafted, 
making it clear that a company which has paid or become liable to pay 
war-time (company) tax may deduct a proportion of the tax from 
dividends subsequently paid to preference shareholders. 


TERMINATION OF WAR-TIME (CoMPANY) Tax 


In December, 1941, a provision was inserted in the Principal Act 
limiting the period of its operation to six months after the end of the 
financial year during which the present war with Germany terminated 
(s. 38). 


There were two defects in this provision— 


(a) It was inadequate in view of the entry of other nations into the 
war. The Amending Act of 1942 provides for the deletion of 
the reference to any specific nation with which Australia is at 
war, and makes clear the meaning of the words “present war.” 

(b) Serious anomalies would have arisen under s. 38 when the Act 
ceased to operate. The Commissioner would then have been 
precluded from completing any assessments, or from giving 
effect to decisions upon objections. He might also have been 
precluded from collecting any tax outstanding at that date. 


Section 38 has, therefore, been deleted by the Amending Act of 1942, 
and s. 13 has been amended to provide that the tax will apply to taxable 
profit derived up to the end of accounting period during which the 
present war terminates. This provision enables the Department to 
complete all assessments and to collect all tax in respect of each year 
to which the Act applies. 
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Managerial Volume Control 
By L. W. Irwin, A.F.1.A., A.A.1.S., A.C.A.A. 


Recent changes in the economic life of Australia, brought about by 
unsettled conditions, have had a profound effect upon industrial activity 
in this country. 

The demands of our fighting forces have been met only by civilian 
sacrifice in manpower and materials, and such action within the 
economic structure has had paradoxical effects. On one hand, the 
manufacture of articles for Army consumption has increased, while 
sharp declines in turnover have been experienced in organisations 
engaged in distributing functions. 

The accountant is vitally concerned with this change, and often he 
is called upon to advise management as to the necessary steps desirable 
to meet the altered conditions of commerce. 

Regulations, restricting price margins, increased taxation, and pro- 
posals of profit limitations require constant vigilance by executives of 
industrial organisations, so that efficiency of production may be main- 
tained. Whether the organisation be manufactory or distributive, the 
fundamental principles are similar. 

Every business venture contains two types of expense, e.g. Fixed and 
Variable, and the interaction with Volume may be said to be the primary 
cause of success or failure of an organisation. 

Every executive, at some time, weighs the value of these expenses, 
and the alternatives, whether to utilise the Variable factors, or increase 
his Fixed expense, whenever he is called upon to decide upon matters 
of policy. This is illustrated in the decisions to expand plant capacity, 
borrow money, or increase the number of workmen. Naturally, the 
factors which will yield the most beneficial and efficient results will be 
utilised. , 

Modern accountancy research has devised a means of measurement 
to illustrate the effects of such varying factors which exist between the 
two types of expense, and the effect of utilising these factors may be 
illustrated by a comparison between different types of organisations, by 
endeavouring to ascertain the relative volume of business necessary to 
earn sufficient profits to return a sum commensurate with the risks 
involved. This article endeavours to illustrate the methods available 
and their uses. 

Company “A” is known as a High Marginal Income type with a 
ratio of 35%, whilst Company “B” has a marginal income ratio of 
16% and is of the Low Marginal Income type. The ratios are calculated 
upon the following basis— 























Company “‘A”’ Company ‘‘B” 
£ % £ % 
Net Sales a oe seu 100 100 
Materials és ok o% 30 49 
Labour .. he oe a 19 19 
General Expenses— 
(a) Fixed .. o« oa 14,500 _- 14,500 _— 
(b) Semi-Fixed + a 6,400 3 6,400 3 
Sales Expense .. .< - 4,000 10 4,000 10 
Admin. Expense oe oe 500 3 500 3 
25,400 65% £25,400 84% 
Marginal Income Ratio es 35% 16% 
“‘Breakeven” Point . ~ £72,500 £158,750 
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TABLE I 
Expenses 
, Contribution towards Fixed 
Volume Level Variable Expense and Profits 
i wer Coy. —— Coy. ae! Coy. ——" Coy. 

£Nil — — — — 
10,000 6,500 8,400 3,500 1,600 
20,000 13,000 16,800 7,000 3,200 
30,000 19,500 25,200 10,500 4,800 
40,000 26,000 33,600 14,000 6,400 
50,000 32,500 42,000 17,500 8,000 

72,500* 47,100 =: 25,400 —_ 
80,000 52,000 67,200 28,000 12,800 
100,000 65,000 84,000 35,000 16,000 
125,000 81,250 105,000 43,750 20,000 
150,000 97,500 126,000 52,500 24,000 
158,750t — 133,350 — 25,400 
160,000 104,000 134,400 56,000 25,600 

















*Breakeven Volume—‘A’’ Company. 
¢Breakeven Volume—"‘B’’ Company. 


As each individual organisation will have a Marginal Income Ratio 
that will vary with its differential costs, the volume necessary to “Break 
even” will likewise vary. 

Alterations to fixed expense due to increases in such items as 
Machinery, Plant and other capital factors will vary the “breakeven” 
point and decrease the marginal income available to meet these costs. 

Table I has been compiled to show the necessary volume levels, and 
the relative contributions towards fixed expense and profits. 

It will be seen from this table that the effect of the Marginal Income 
is of paramount importance. This table also illustrates the effect of 
increased Fixed Costs, e.g. an increase of £2,600 in Fixed Expenses 
(from £25,400 to £28,000) requires an increase in Volume of £7,500 
(from £72,500 to £80,000). This is also the new “breakeven” point. 

The problem of management then becomes one of increasing Volume 
without increasing Fixed Expenses. As volume is measured in money 
terms, and not units of sales, it follows that the sales income must be 
increased. 

Two methods suggest themselves by which this may be achieved: 


(a) Increased prices, and 
(b) Increased sales of more units without increased costs. 


The first method presupposes that the market will be prepared to 
accept the additional charge without a consequent falling off of the 
demand curve. It assumes almost monopoly conditions in industry. 
However, present legislation, by which price control is authorised, does 
not permit increased price levels without corresponding increased costs 
to justify such increases. Increases in costs alter the Marginal Income 
ratio, so that the method does not offer much as a means of obtaining 
increased volume. 

The second method has much more to offer, as increased volume 
without increased fixed expenses can be achieved if the organisation is 
not working to capacity production. This also presupposes that the 
supply and demand curves are not equated, and that available addi- 
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tional markets are at hand. Increased efficiency and elimination of 
wasteful effort will also assist in this regard. 

This additional or potential market may be created or entered by 
reducing additional production to a lower price level. Here again the 
manufacturer is faced with the alternative of either reducing his whole 
output to a lower price, in the anticipation of securing a permanent 
larger market, or to reduce only the additional output, after he has 
disposed of sufficient goods to “break even.” 

The former method requires a larger increase in volume than the 
latter, and also has the added advantage that his market will not be 
spoiled by his discrimination, which the latter method may bring about. 
An analysis of the latter method will show its effect upon profits. 


Present Volume . .. 72,500 Units @ £1 £72,500 0 O 
Additional Volume . 7,500 Units @ 17/6 6,562 10 O 


80,000 Units £79,062 10 0 


These figures may be further broken down into the component parts 
as under: 
(1) Variable expense of 80,000 units (if sold 








2 ge .. £52,000 0 0 
(2) Fixed expense .. .. .. .. .. .....-. 25,400 0 O 
£77,400 0 O 

Difference being contribution to profit from 
7,500 additional units .. .. .. .. .. 1,662 10 0 

0 


£79,062 10 


Referring to Table I, it will also be seen that any contribution to 
Fixed expenses is desirable, rather than that the organisation should 
continue for long periods to bear the whole of this type of expense, by 
closing down its works. 


Conclusion 


In the economy of any organisation, the elements of Fixed and 
Variable expenses, interacting with the factor of Volume, play an 
important part in its success or failure. 

Comparative analysis made from time to time ensures that the utmost 
efficiency in production is being obtained and it is the cost accountant 
who can guide management in its desire to eliminate wasteful effort, 
which is so desirable at the present time. 
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War-time Responsibilities of Business Executives 
By C. L. S. Hewitt, B.coM., A.1.C.A., A.C.A.A. 


National Security (Hours of Work) Regulations 

These Regulations provide for the limitation on the hours of work 
for which an employer may require his employees to attend. In respect 
of an employee aged less than 18 years, he cannot be required to attend 
employment for more than 48 hours in any week, excluding unpaid 
intervals allowed for meals. In respect of any week ending after 
November 30, an employer may not require an employee aged 18 years 
or over to work for more than 56 hours in any week, excluding all 
unpaid intervals allowed for meals. This limitation of hours of work 
is subject to exceptions in cases of emergency, and where approval has 
been granted by the Director-General of Munitions or the Director- 
General of Aircraft Production, or some other person authorised so 
to do by the Minister, for longer hours to be worked. 
National Security (Landlord and Tenant) Regulations 

An amendment to these Regulations excludes from their operation 
any lease arising under an attornment clause in a mortgage. Regula- 
tion 15, which governs the eviction of lessees from prescribed premises, 
has also been amended to limit the period of notice required before 
action may be taken in a Fair Rents Board for recovery of the prescribed 
premises to a maximum period of 91 days. In addition, provision has 
now been made for notice to quit to be given where the lessee has 
failed to pay his rent for a period of not less than seven days if his 
period of occupation of the premises does not exceed six months. 
Where the period of occupation exceeds six months but does not exceed 
12 months, a period of not less than 14 days’ arrears of rent is 
justification for giving notice to quit, and in any other case the 
period of arrears must not be less than 28 days. 
National Security (General) Regulations 

On October 23, 1942, an amendment to this Regulation was gazetted 
providing that a person shall not, without the consent in writing of the 
Minister for War Organisation of Industry, with certain exceptions, 
commence the manufacture of new or different products or start any 
new enterprise. 
National Security (War Service Moratorium) Regulations 

An amendment to these Regulations provides that action to terminate 
the tenancy of a member of the Forces, a parent of a member or a 
female dependent of a member, shall not be taken under paragraphs 
(e), (g) or (h) of sub-regulation (2) of Regulation 15 of the National 
Security (Landlord and Tenant) Regulations. A further provision 
provides that any such person may require the owner of any dwelling 
house which is about to become vacant to let the dwelling house to him 
or to her, and unless the owner has reasonable cause for refusing so 
to do, he shall let the dwelling house accordingly at a reasonable rental. 
National Security (Supplementary) Regulations 

Provisions have been made in these Regulations for the Treasurer, 
where he considers it necessary for the defence of the Commonwealth, 
in cases where a company is unable to obtain the financial provision 
necessary to enable it to continue its operations, to make provision for 
the Commonwealth to acquire the whole or any portion of the shares 
of the company, and may make such arrangements with the company 
and any person as are necessary for the purposes of enabling the 
company to continue its operations. 
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Standard Production 


BUDGETING FOR OVERHEAD 
By H. B. WILLIAMSON, A.I.C.A. 


True Standardisation of Production requires the forecasting of two 
basic essentials— 
(1) Production. 


(2) Cost to produce. 


The latter item should include Standards of raw material, raw material 
costs, and scientific rate setting. It is proposed to consider here merely 
the relationships between Planned Production and Budgeted Overhead. 

Planned Production, involving as it does a technical study of all 
phases of manufacture, creates greater efficiency and less machine and 
labour hours per given quantity of output. When synchronised with 
predetermination of expenditure, it should be the means of attaining 
to a rate per hour not very different from that of any period prior to 
incorporation of Standards, and a Standard Rate per Hour considerably 
less. 


Two obvious reasons account for this: 


(a) As Standards have lessened productive hours, it naturally 
follows that various items of manufacturing expense will be 
correspondingly lessened in proportion. 


(b) Scientific forecasting will further decrease overhead. 


Close co-operation with the Engineering Staff is necessary before the 
Budget can be planned. 

The Production Manager can render valuable advice upon distribution 
of Direct Machine Charges, apportionment of Shop Service to Machine 
Classes, or desirability of additional Service Departments, and it is he, 
and he alone, who must be relied upon to determine the requisite classi- 
fication of all machines into their respective groups. 

The Budget should have its foundation in Standing’ Orders, covering 
Main Expense, Sub-Accounts for Service and Production with Fixed 
and Variable Expenses segregated. 

These Standing Orders are an authorisation to allocate all items of 
Manufacturing Expense in a particular fashion. They are a systematic 
grouping, indexed and in reference form, of all accounts, denoting 
Main Expense and Sub-Accounts. They show the correct apportion- 
ment of such accounts to Service, Shop and Production Centre, and 
the further apportionment of all Service to Shop and Production 
Centre. 

Before approaching the question of reasonable expense, all accounts 
should be analysed and allocated to Departments, etc., as agreed upon. 

This phase complete, a close scrutiny of all past expenditure and its 
relation to production from period to period should be undertaken, 
every item to be examined and discussed with the Executives particu- 
larly responsible for the functions to which they refer. 

It can be appreciated that such analysis will bear no relationship to 
Machine, or, in the absence of machine, to labour hours, but any great 
discrepancies between individual items of expense as related to pro- 
duction volume will reveal weaknesses that set Standards can eliminate. 

The complete Expense Budget is thus set up in Standing Orders, as 
all Standards are identified against the Accounts to which they refer. 
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The necessity for close analysis of the relationships between expendi- 
ture and production volume during the process of Budgeting, must be 
constantly borne in mind. If there have been changes in volume over 
past periods, they will be some guide to the true significance of out- 
standing differences irl Variable Expense, and may assist in the setting 
up of a Flexible Budget whereby rates at various percentages of Prac- 
tical Capacity may be ascertained from period to period. It should 
be noted that such differences will not be due to Productive Hours 
(Productive Hours subsequent to Standardisation may only equal those 
prior to the change), but to Standard Productive Hours, which is 
something entirely different. 

To illustrate this point take the following example: 

Over several corresponding periods prior to Standardisation, pro- 
ductive hours may be similar, but productive volume totally dissimilar. 
At the same time, sundry items of expense rise and fall in direct 
relationship to output. These variations are not due to time, but to 
volume of output. 

If those variations are considered reasonable in relation to past 
production, they are applicable to Standardised Production Control 
(a definite Budgeted volume per hour) and thus are directly due to 
Standard Productive Hours. 

Again, Standard Productive Hours may be any given percentage of 
Practical Capacity, and that position has again to be examined. 

Some Variable Expenses will increase with increased production, 
others remain more or less stationary. No general rule can be given, 
every item of expense must be treated on its own merits, but close 
scrutiny is always necessary. 

Complete Standardisation must infer distribution of all expense at 
some Standard Rate per Hour, and before such rates can be ascer- 
tained, the Expense Budget must be dissected into various Supplemen- 
tary Budgets, these consisting of Machine Classes or Production Centres, 
the latter possibly consisting of some proportion of Shop Expense 
distributed at a Labour Hour rate. 

These Supplementary Budgets can be raised without reference to 
the Production Programme; the latter, although indirectly affected 
by Factory Expense, is concerned solely with efficient and Scientific 
Planning of Production, involving study of the time element, and 
Machine Loading. The final results should be set up in the form of 
Production Schedules and Machine Load Charts, etc., and will be 
required upon completion of the Expense Budget. 

The Production Schedule may be Practical Capacity (in any case 
Fixed Expense should be distributed upon this basis), but it may be, 
also, any percentage of that Capacity, and, where estimates have been 
determined upon a sound basis, it should be a fairly simple matter to 
estimate Variable Expense for all volumes of production. 

Upon the dissection of all expense to the Supplementary Budgets, 
the Machine Load Charts will be referred to, in order to ascertain 
production hours per Machine Class, etc., and rate per hour thus 
calculated for all stages of manufacture. 

With output per hour available from Route Sheets or Progress 
Charts, a Standard Rate per hour is obtainable for all ‘operations upon 
a definite product. 
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Correspondence 


The Editor, 
The Australian Accountant, 
Melbourne, C.1. 
Dear Sir, DEPRECIATION 


With reference to the opinions, in recent issues, of Messrs. R. E. 
Maskell and T. F. Brennan on this question, I would like to point out 
that in any properly costed business Depreciation is included in the cost 
of the goods produced, and reimbursed from the selling price. Years 
ago, I included in cost 1/- per 100 super., to cover Depreciation of 
a timber company’s plant, and could have credited that sum to the 
Plant Account direct from the Sales Book monthly, instead of through 
the Profit and Loss Account yearly. These actual cost and reimburse- 
ment factors should determine this question, which each business must 
fix for itself. 

With regard to the Victorian Railways, as no rolling stock is used 
that is unsafe, all repair and maintenance charges are borne by 
revenue. If the Government allowed the Commissioner to fix proper 
charges for freights and fares, then I can understand the following 
items in last year’s accounts, viz.— 


Contribution to Renewals and Replacements (increase) .. £975,000 
SS GEE 5. ks ee xs on 46 60 ws cess §«69DL 
£2,677,58 








Higher wages and salaries also absorbed £440,000. 

While present political methods, however, continue, such charges 
should be borne by the Consolidated Fund, as incurred. 

Here we have over £3,000,000 diverted to other than the War 
Effort, forcing the Federal Treasurer to get that much more, from 
taxpayers generally. 

Yours, etc., . 
itis F. E. Dixon. 
November 25, 1942. 


The Editor, 
The Australian Accountant, 
Melbourne, C.1. 


Dear Sir, 
My excursions into Algebra, as printed on p. 463 of your October 
issue, met an unhappy fate—there are four mistakes or misprints : 


(a) “c” turns up in the first formula without any explanation. £c is 
the amount of tax which remains constant throughout a range. 

(b) “r pence per £” (line 7) should be “r pence per £ per £.” The 
“per £” is repeated in a way similar to “per second” in a statement 
such as “the acceleration of a freely falling body is 32 feet per 
second per second.” 

(c) “a sixth” (line 13) should be “a fifteenth.” This is twice the 
“-033” of the table. 

(d) In the second formula the square root sign should be extended 

as Vi — 180. To indicate the degree of accuracy of the formula, 

compare the taxes on £600, £2,500 and £4,000, as given by it 

with those in the table. They are respectively to the nearest £, 

£116, £1,134 and £2,324. Above £5,000, the discrepancy is so 

great that the formula ceases to be useful. 
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I regret the errors, and trust that no reader has been mystified in 
attempting to verify statements. 
Yours faithfully, A. Cyuntes Ross. 
Sydney, 
November 9, 1942. 





Book Reviews 
Income Tax 

Irrespective of whether the people are over-taxed or under-taxed, or 
whether the moneys so obtained are being rashly or wisely spent, the 
recently-enacted uniform taxation legislation has come both as a boon 
and a blessing to the sorely harassed people of Australia. “Sorely 
harassed” in the sense of being victims of complicated and ever-changing 
systems of taxation—if they could be called systems—that assailed 
them in various forms from both State and Federal authorities. 

Mr. J. A. L. Gunn has taken this opportunity to embark on the 
writing of a new handbook—Commonwealth Income Tax Law and 
Practice—which is to be published by Butterworth & Co. (Aust.) Ltd. 
Pending the completion of this volume, the publishers have made avail- 
able a small introductory handbook covering the recently-enacted amend- 
ments to the Federal Income Tax Assessment Act, and which the author 
(Mr. Gunn) has illustrated with numerous pro-forma assessments. 

This little book, which is supplied without charge to purchasers of 
the main volume, also contains the three other Acts found necessary 
to bring about this important taxation reform—the amalgamation of 
all taxes imposed on incomes in Australia. W.BR. 


Secondary Industries 

Each year the Commonwealth Bureau of Census and Statistics 
compiles two Bulletins of Production Statistics. Part I, which has just 
been published, refers to Australia’s secondary industries—manufactur- 
ing and building permits. 

The wealth of statistical data included in the bulletin brings home 
very forcibly the striking increase of our factory network in recent 
years; over 27,000 of them in number, with employers paying nearly 
£138,000,000 in wages to 650,000 persons. Ten years earlier less than 
one-half this number of people was engaged on factory production. 

W.B.R. 
Commonwealth Sales Tax 

The ramifications of our sales tax legislation have necessitated the 
production of a new official manual — Sales Tax Exemptions and 
Classifications, 1941. In a preface to the publication, Mr. L. S. Jackson, 
Commissioner of Taxation at Canberra, says that the substitution of 
three sales tax schedules for the previously existing one schedule caused 
a large increase in the number of classifications to be made and that 
the space occupied by decisions under these schedules has made it 
impossible to produce another single volume containing all the phases 
covered by the last publication—The Sales Tax Law, 1930-1938. It 
has therefore been decided to issue two volumes in future. 

The new work contains, in 600 pages, the schedules to the Sales 
Tax (Exemptions and Classifications) Act, 1935-1941, showing in 
respect of each item goods which have been ruled to be covered or not 
covered thereby, as the case may be, as well as a short introductory 
statement and a comprehensive index of the goods classified. 
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Auditing, Investigations, and Auditors’ Reports 
By Ronacp A. IRISH, F.C.A. (AUST.) 


Being a lecture delivered to the Commonwealth Institute Students’ 
Society, New South Wales Division. 


In remembering the days when I was a junior audit clerk, continually 
engaged in checking countless additions, I was impelled to the conclusion 
that you would probably not be very pleased to hear a long recital from 
me on detailed audit procedure; because, quite bluntly, you can read 
and understand it as well as I can. 

As a variation I seek your leave to break away from academic audit 
routine with the idea of giving you instead some important thoughts on 
auditing practice as distinct from theory. You may not read these 
points in text-books, and in fact you may not hear them again specifically 
mentioned. 

Firstly, let us realise that auditing is an analytical science and like 
most sciences it progresses continually, though slowly. It is more than 
a mere mechanical check of figures. Whether you have passed your 
examinations or not, aim to be the scientist in your profession and not 
merely the mechanic. This objective you will reach by developing to 
the full your analytical faculties—that is, the mental power of going 
directly to the root of a problem, to the real truth of a set of accounts, 
mentally discarding that which is irrelevant or worthless. 

Quite a number of auditors look on auditing as a set procedure of 
checking the entries in the books of account. Auditing should be 
viewed more as an analytical process, so that when commencing any 
new audit it should be remembered that the verification of the Balance 
Sheet is the ultimate object. In consequence, the starting point should 
be to examine that balance sheet closely and thereafter track back 
through the various ledger entries each transaction to its source. In 
doing this, a fuller conception of the particular audit and of auditing 
science as a whole will come to you. 

Secondly, in the personal approach to any audit, I believe the auditor 
should be of a critical, almost slightly cynical, turn of mind, but he 
should also have a fair judicious common-sense. A sense of tolerance 
and an absence of preconceived biased ideas both constitute difficulty 
to any professional man. We would do well to realise the wealth of 
good sense in a comment by, I believe, Dr. Johnson—‘Sir, there is no 
such thing as the whole truth!”” How true of balance sheets in general! 

In adding to this impartial, kindly yet critical mind a large modicum 
of intelligence, I am adding that which no text-book can teach. You 
will realise that intelligence does not mean mere mental brilliance. 

One further essential to auditing success is to be observant—to 
acquire a fund of knowledge on the particular client’s business, on 
business generally, on specific industries, on systems, credit risks, and 
so on. 

A “sense” of values of items like plant and stock is an asset 
of inestimable worth. In short, the auditor’s’ stock-in-trade is his 
experience and general business knowledge. 

It is a common practical complaint that many audit clerks are not 
sufficiently painstaking. Do not assume anything is right until you 
are honestly satisfied that it is right. 

To give you a practical instance, a clerk may check creditors’ state- 
ments with a list of balances from the creditors ledger. His purpose, 
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of course, is to verify the amounts owing to creditors. It will often 
be found that, say, two out of one hundred creditors’ statements are 
missing. This is not “good enough’—those two accounts may be 
incorrect or they may cover up a fraud. In short, why throw away the 
value of the whole audit for that extra ounce of effort. It is well said 
that “pride in a job faithfully done is worthy pride.” 

To round off this section of my address to you, a reminder as to the 
grave responsibilities of an auditor is justifiable—I am not referring 
to legal obligations. More important is the realisation that others may 
risk their money and their labour on your integrity and on the care 
with which your work is done. Your clients, shareholders, creditors 
and bankers (to name a few) will act largely on the assumption that 
your opinion has been honestly formed after bringing to bear all the 
professional care, skill and diligence which you possess. 

It is a big step from auditing to investigations. They are, in fact, 
almost opposite sciences, though common auditing routine is found in 
both. 

In auditing, the auditor rather believes that his information is correct 
unless he proves it untrue, but an investigator takes more of the mental 
attitude that the information is wrong until he proves it is right. In 
short, he is quite a suspicious individual until he satisfies himself 
beyond any doubt on the various statements and information given to 
him. 

Here, especially, the importance of being observant, of having an 
impartial, inquiring mind, cannot be over-emphasised. Naturally, an 
investigator must also be quite critical and to an extent unbelieving. 

I must attach the qualifications of tactful and courteous approach, 
especially to junior employees. From them, pearls of wisdom are often 
gained, and on more than one occasion they have unwittingly told me 
of matters the principal wished to hide. 

There is no set routine for investigations, though fairly standard 
procedure is adapted to various cases. Any good text-book will lay 
down for you the general procedure which should apply to certain 
types of investigations, and in practice it is usually wise to look back 
to these text-books before proceeding with the work in order to refresh 
your mind on just what should be done. 

In conducting an investigation always do these things before you 
really start active work: 

1. Satisfy yourself as to the reputation and integrity of the persons 
for whom you are to act. 

2. Secure written instructions, carefully and clearly stating the 
purpose of the investigation and exactly what you are required to do. 

3. Plan your attack. That is to say, think out carefully how you will 
approach the investigation, think out the questions you want answered 
and the information you will require to get. 

From a practical viewpoint, investigations into fraud are much fewer 
than investigations into proposed companies, proposals to purchase 
existing businesses, and similar allied investigations. Because of this 
I intend to give you some points of real importance on this particular 
group of investigations. 

It is usually found wise to make guarded independent inquiries about 
general profit rates of the type of business, of the esteem and stability 
of the firm under investigation, etc., before actually going on to the job. 
This prior information not only helps to check replies given by the 
particular firm to questions you may ask, but it also enables you to ask 
more intelligent questions and to lead discussions along in such a way 
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that you gain fairly readily a complete picture of the real truth of the 
general position. 

Do not look on investigations as merely an analysis of audited 
accounts. Although this is all you are required to do on some occasions, 
in many cases you have to go far beyond that. In other words, you have 
to ask quite a lot of questions to find out exactly what you want to 
know. If you should be given some information which you know is 
wrong, it is usually best to play “dumb” because the vendor will then 
almost invariably go the extra mile and soon you will know whether 
or not his statements are honest and reliable. 

Apart from the general analysis of the accounts and the answering 
of various questions you may deem fit to ask, it is most necessary to 
inspect the business thoroughly. This should not be a mere cursory 
inspection in which you go over the whole business in an hour or so. 
It may be a matter of weeks to inspect the place properly. This is 
necessary to get the peculiarities of the particular business into your 
blood, so to speak. At the same time there is a chance to note the 
general organisation and the general degree of efficiency. 

While making such an inspection, you will often find that it is a 
very appropriate time to ask casual but carefully thought out questions. 
Some of the questions which might be asked in the case of a business 
to be sold would be these: 


“Why does the vendor want to sell?” 

“What sales does he make?” 

“What is his gross profit rate?” 

“What are his best lines of goods?” 

“Is business cash or credit?” 

“How long has he had the business?” 

“What is his rate of stock turnover?” 

“Did he start with plenty of capital or has he built the business up 
from nothing?” 

Etc. 


With this preliminary background, special attention can then be given 
to his books and accounts. If they are audited, so much the better, 
but if not, much more careful inspection is needed. 

In analysing the accounts it is usual to take three to five years for 
comparison. The question of the period to be taken is largely a matter 
which depends on the individual business, but generally speaking a 
period of more than five years is too long because forgotten factors 
influence the figures. Also, a business tends to change over a long 
period and this obviously affects long-term comparisons. On the other 
hand, a period of less than three years does not give a full enough 
picture of the trend of the business. 

Usually the accounts are set out in tabular form and occasionally 
percentages are inserted to give a better indication of movements. The 
use of index numbers and other similar mathematical devices is also 
commendable. 

The main point here is to see that you are comparing related figures. 
I have often seen in certain cost accounting questions set by this 
particular Institute where students will insist on comparing, say, the 
cost of materials used in the Manufacturing Account with the cost of 
materials issued as per the Cost Records, whereas both of them are 
quite unrelated figures in most instances. 

In tracing these movements from year to year special attention will 
be given to the latest year because any vendor, however honest, wants 
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to show his business to its best advantage. Apart from these matters 
it is essential to “prove” rather than to check the sales, expenditure 
and profit. Naturally, an intending seller will try to boost his sales 
and cut his expenses to a minimum. 

This gives us a splendid example of the difference in procedures of 
investigators and auditors. It will be apparent to you that the investi- 
gator will have to go further than the auditor in proving his sales. For 
this purpose he would probably test quite a number of orders received 
with sales invoices, and he would particularly watch that goods invoiced 
out towards the end of the period were not credited in the subsequent 
financial period. An auditor would very rarely do this. Furthermore, 
an investigator would not be concerned so much to vouch revenue 
expenditure as to concentrate on these two factors: 

(a) To verify amounts which have been capitalised and to ensure 
that these amounts should not have been revenue charges ; and 

(b) To note that the amount of expenditure is as much as it should 
be in the normal course. 

In other words, he wants to make sure that the business has not been 
starving itself, bearing in mind the prospects of sale. 

There are, of course, many other features of the accounts which 
would call for your attention, but I do not propose to detail these, as I 
have already suggested to you that ordinary routine detail can be equally 
well read in any good text-book. I must, however, high-light a few 
particularly important matters: 

(a) You must pay close attention to stocks on hand, watching 
especially for possible inflation of values or the possibility of over- 
stocking. The stock sheets should be thoroughly audited according to 
the most rigid rules of procedure. It is in fact desirable that closing 
stocks should be valued by an independent valuer. 

(b) Great care should be exercised to see that goods have not been 
taken into stock and left out of purchases. Two very good checks on 
this matter are a perusal of the goods inwards book in relation to 
entries in the purchase journal and comparison of creditors’ statements 
with the creditors’ accounts in the ledger. While on this particular 
point, I have also found it very valuable to carry the investigation 
beyond the period set down in the instructions. In other words, if you 
were to investigate up to June 30, 1942, it would probably be desirable 
to look through invoices and cash vouchers for the subsequent months 
of the year to make sure that there were no items accrued there which 
related back to previous periods. 

(c) Another matter is to verify all assets very strictly. In many 
cases this will call for an inventory and in some cases a valuation by 
an independent valuer if the matter is outside the investigator’s scope. 
While doing this you will, of course, look into such things as bad and 
doubtful debts and see that full and adequate depreciation has been 
written off. Naturally if items such as these have not been properly 
provided for, the accounts for previous years will give quite misleading 
results. 

The information I have given you has two objectives, namely, to 
ascertain the true and real earning capacity of the business and a proper 
value for its assets and liabilities. The final task of the auditor is to 
report on the facts he has discovered. In doing so he may have to 
adjust disclosed profits by excluding certain items and bringing in 
others which will help to give the real picture for the particular period 
under review. In submitting this report words should be chosen which 
are perfectly clear in their meaning and which satisfy the various points 
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raised by your client. At the same time your client will often require 
you to state your opinion as to the future prospects of the particular 
business and to do this you will have to make quite considerable 
inquiries as to the general competition, the possibility of expansion, the 
type of customers, whether sales are made principally to one or two 
large customers, the effect of variations in prices, and general future 
prospects as influenced by population movements, tariffs, etc. However, 
an investigator should be careful not to certify as to estimated future 
profits, especially if his report is to be made available to the public. 
Not only is this a breach of Institute rules, but it is also very 
dangerous, as the general public is not in possession of all the facts on 
which such an estimate is based. 

I was given a very wide subject to-night and I now come to the last 
stage, that is the question of auditors’ reports. Broadly, auditors’ 
reports fall into two classes—Statutory and Financial. The main 
statutory report is the one required by the various Companies Acts. It 
needs no emphasis that such a report must be carefully and clearly 
phrased so that shareholders are fully informed as to the real state 
of the company’s affairs. I have no doubt that you have read the 
London and General Bank case at quite considerable length, and I can 
assure you that that case should be your bible so far as auditing is 
concerned. It is absolutely imperative that shareholders be given full 
information, not means of information; and if there is something wrong, 
that fact should be clearly stated in the report. 

While on this particular subject, I know of one or two cases within 
the last few years where practising accountants have been very thankful 
that they gave careful thought to the form of their report to share- 
holders. Quite often accountants’ offices just do the same report as 
last year without duly considering whether the position has changed 
and calls for some other comment. I know of one case where a firm 
of auditors stated that they had relied on an internal auditor’s certificate 
in regard to certain matters, as arranged with the company. By a 
strange chance this internal auditor became associated with certain 
frauds. Just what the practising accountant’s liability would have been, 
had he not made the qualification on his report, raises quite a curious 
problem. 

The second type of auditor’s report is the financial report. Very 
often in practice he is asked to survey the accounts for the year and 
make any recommendations and observations on facts and tendencies 
disclosed therein. This is not part of an auditor’s duties unless he is 
asked to do it, and if such a request is made it is very desirable to see 
that it is not just a repetition of the previous year’s observations with 
figures altered. It is better to write no report at all than to write a 
trite, meaningless report which carries with it no observation of value 
to the future running of the business. 

There is no value to a client in telling him that his profit this year 
is so much whereas last year his profit was only so much. This bald 
statement carries with it nothing more than the client himself can 
ascertain if he is interested. If you can tell him why the profit is more 
and why he can make it even still more the following year if it is 
necessary to do so, then your report starts to hold some value to him. 
Therefore, do not make your report a mere comparison of figures from 
one year to another, because such comparisons are only of value in so far 
as they enable the client to rectify certain weaknesses or to make his 
business even more efficient. 

Let me conclude by bringing to your notice certain rules which should 
always be observed when writing reports. 
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First of all, try to introduce the element of courtesy. Even the worst 
accusations can be made in a courteous manner. 

Furthermore, let your report be definite, unbiased and quite firm in 
tone. Keep down to facts which you have proved unless you say that 
you are expressing an opinion based on your view of the general 
position. 

I remember as an intermediate clerk discovering a discrepancy 
between stores records and actual stock, and thereupon in my report 
I stated that it was quite evident that the shortage had been stolen. 
Fortunately, the senior partner went through my report with me and 
when he asked how I knew the stores had been stolen, I had to confess 
that this was merely my hope and I could not prove it. The report, as 
amended, then stated the various possibilities which could account for 
the discrepancy, and at a later stage we made a proper investigation to 
ascertain which one of them actually applied. 

I have emphasised several times the importance of phrasing your 
report carefully and clearly. To do so means that you must use plain 
and simple language, avoiding long words and using short sentences. 
At the same time try to let your report run quite smoothly and in a 
manner which is easy to read and digest. Finally, endeavour to 
summarise the most important findings and conclusions, and where 
action is called for from the Board of Directors, set out specifically the 
various alternatives they have to face. 

To round off this lecture. I have already commented on the extreme 
importance of analytical ability. You can develop this by learning to 
analyse every proposition you can, whether it is an account, financial 
statement, a report, a plan of audit, or an ordinary business proposition. 
In doing so, you must also learn how to criticise constructively, because 
an accountant who merely says that a certain state of affairs exists, 
without specifying the remedy, will never be a shining light in the 
profession. However, I hope the various and somewhat extraordinary 
points of advice I have presumed to give will help you on the road to 
becoming just such a shining light. 
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